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Preface 


I T MIGHT BE POLITIC to conceal the fact that this text was originally 
a doctoral dissertation, entitled ^‘The Position of Great Britain in 
the World Economy, 1919 to 1939, a Study in Equilibriumi in 
Transition.” Possibly the reader would have guessed it anyhow. How- 
ever, if this lowly origin did not daunt the Columbia University Press, 
I do not see any need to apologize for it. A dissertation is usually the 
authoris first book 5 well, if there are to be any, there must be a first. 
Dissertations, and this one was no exception, are often wordy and ex- 
cessively detailed and footnoted; I have tried to remove such defects 
by a thorough rewriting, while also bringing the book up to date, since 
submitting it to Yale in 1942. At least many words have been removed. 
In this, Professor Howard Ellis and Hannah Kahn Barsky have given 
invaluable editorial assistance, which I gratefully acknowledge. 

However, I have made no effort to remove the book’s use of and 
frequent allusion to economic theory. Contrary to popular supposition, 
nothing is more ^^practical” and realistic than theory. There is no way 
of interpreting economic facts or understanding the problems of the 
past and the future except in terms of some conception of the nature 
of the economic process — which is economic theory. 

There is a long list of people who have, directly or indirectly, made 
this book possible. This preface affords me one very inadequate means 
of acknowledging my debt to them. I want to express my sincere grati- 
tude to two men in particular: to Professor Joseph A. Schumpeter for 
an ideal teacher’s kindly and patient advice, criticism, and comfort and 
to Professor Myron W. Watkins, who first taught me economics, and 
still does today. There have been other teachers whom I would like to 
mention: Professors Gustavus Tuckerman, Jr., Harry G. Brown, Elmer 
Wood, Karl Bopp, Ray Westerfield, and the late James Harvey Rogers. 
At various times Yale University and Brookings Institution have assisted 
me financially, for which I give thanks, and the librarians of the Library 
of Congress, Brookings Institution, and Sterling Library at Yale have 
helped me more than they may remember. Finally I want to thank 
those many friends who have seen me through the tedious last stages 
of checking, revising, and proofreading the dissertation and the book — 
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among them Virginia Duncan, Ruth Blaisdell, Arthur J. Barsky, Ji., 
Barbara Kahn, James Gray, Richard Gray, Jr., Hilary Dirlam, Deborah 
Miller — and my wife, Mary. 


ALFRED E. KAHN 

New York 
July, ig45 
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Introduction 


G reat Britain’s economic greatness, far more than that of any 
other country, has been based upon her international trade, her 
merchant marine, her foreign investments, and her international 
banking business. The growth and economic progress of the British peo- 
pie have been grounded largely upon importation of foreign food and 
raw materials and exportation of manufactures and services, hence upon 
the evolution of an extremely specialized international position. Their 
own very sustenance and that of their industry, indeed, are provided in 
large measure by imported commodities. 

The peculiar international economic position of Britain has also deter- 
mined to an extreme degree the economic structure and operation of the 
entire world. It was Great Britain who took the lead in that gigantic de- 
velopment of commerce and industry which created the modern world. 
And her central position before 1914, her supremacy as exporter, shipper, 
middleman, banker, and her great open commodity markets unified and 
facilitated the functioning of a truly global economy. That complex of 
policies, practices, and institutions known as the international gold stand- 
ard functioned as it did in large measure because it centered about a single 
financial nucleus located in London.^ The accelerated changes in Britain’s 
international position in the period 1919 to 1939 have therefore not only 
seriously affected her own economy. They have also involved a disrup- 
tion of certain basic patterns of the world economic process, creating flaws 
and maladjustments which contributed in no small degree to its eventual 
disintegration and collapse. 

It is our intention to study these changes in Great Britain’s interna- 
tional economic position with the aid of the theory of international 
equilibrium. This theory, which purports to explain the functioning of 
the world economy, is introduced not only because it may prove useful 
in this study 5 in view of Britain’s focal importance, it is anticipated also 
that the British experience will be peculiarly illuminating in evaluating 
the validity and usefulness of the theory itself. Our first chapters, accord- 

^ This is the central thesis of W. A. Brown, Jr., The International Gold Standard Re- 
interfretedj xg 14—34 (hereinafter, The Int, Gold Standi), Hence, the disintegration of 
the gold standard is attributed in large measure to the disappearance of Britain’s financial 
supremacy, and to the consec^uent dissolution of that single unifying nucleus. 
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ingly, are concerned with the exposition and development of this instru- 
ment of analysis. 

The British balance of payments charts the changes in her interna- 
tional economic position in a changing world. No economic change of 
the period is alien to it. The bulk of our study therefore consists of an 
investigation into the British balance of payments and into the numerous 
factors determining it and determined by it. In such a study it soon be- 
comes clear that the internal and the international are completely and 
inextricably linked in mutual causal relationship. Together they form 
the pattern of the British economy, and no balanced judgment of one 
is possible without survey of the other. Although our major emphasis is 
upon the international phase of the British economy, an attempt is made 
throughout this work to relate this aspect to the broader local and uni- 
versal economic processes of which it is an inherent part. 

The “international economic position” of a country may mean many 
things. It may mean its economic power in relation to the economic power 
of other countries. It may mean the material well-being of the people 
who happen to live within its geographic borders. It may mean the way 
in which those people, as an economic group and as a mere chance aggre- 
gation of individuals, fit into world processes of production, exchange, 
and consumption. 

Our interest is primarily in the latter two: in economic processes and 
material welfare. Nevertheless, in evaluating economic change and gov- 
ernment policy, the first criterion, that is, the power of the corporate 
political group facing the world as a coherent entity, may also be an 
essential consideration — ^particularly during a period of resurgent eco- 
nomic nationalism. Although the ways in which the national interest and 
the sum total of individual economic interests coincide are probably 
more important than the ways in which they diverge, such diver- 
gence is possible. Economic power is relative j afts which may enhance 
it, and hence, perhaps, contribute to the “general welfare” (e.g., pref- 
erence to potential allies, tariffs for self-sufficiency), may indeed be to the 
economic detriment of the people in absolute terms of real income. This 
possible divergence in interest, and hence in possible goals of national 
policy, in large measure explains the differences between the doctrines of 
the mercantilists of the sixteenth century to the eighteenth and the classi- 
cal economists of the eighteenth and nineteenth centuries. The former, 
living in a period of newly emergent national states, sought to magnify 
national power, even at the cost of— indeed, according to some, by means 
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of — keeping the bulk of the population in poverty.^ The latter, who were 
of the age of Locke, Rousseau, and JefFerson, made fewer concessions to 
any distinct interest of the group as a whole, arguing, instead, that the 
increased absolute wealth of the individuals within the country rather 
than the increase of relative national power should be the major pre- 
occupation of national policy. It is clear that ^^the tragedy of the pound, 
^‘^the evil ejffects of foreign lending,” and ^^the weak position of Britain” 
are meaningless expressions unless the criteria upon which they are based 
are explicitly stated. In general, unless other considerations are relevant, 
our concern is with the material welfare of the British people. 

2 Edgar S. Furniss, The Position of the Laborer in a System of ’Nationalism^ Boston^ 
Houghton Mifflin, 1920, chap. vi. 




Part One 

The Balance of Payments and the 
Theory of International Kquilibrium 




1. THE BALANCE OF PAYMENTS 

T he balance of payments concerns only those economic activities 
of a country and its people which overflow national boundaries 
and enter the realm of international transactions. The distinction 
between these and ^flnternal” transactions is essentially arbitrary. Pur- 
chases, sales, loans, and gifts result in either case from similar habits and 
motivations. All are effected in one great market, still essentially a world 
market, in which buyers, sellers, lenders, borrowers of all nationalities 
meet. To a great extent, therefore, it is of little consequence whether 
transactions happen to be between people living in different countries or 
those living in the same country. 

However, these distinctions are far from meaningless. Politically, 
they are real lines which cut across the face of world society 5 and from 
this alone they obtain economic significance. The psychological fact of 
national consciousness influences economic choices between foreign and 
domestic goods and services (the preference may be either way) by con- 
sumers, investors, and governments j even the philanthropist considers 
where, precisely, charity ought to begin. The enormous active influence 
of the state upon economic life likewise usually operates so as to distin- 
guish internal from external transactions. The mere fact of separate and 
internally uniform monetary and financial systems creates a greater pos- 
sibility of divergencies in currency and credit policies and conditions be- 
tween different countries than within any individual country. And there 
is no limit to the way in which conscious political policies may create 
further distinctions between internal and international transactions. Tariffs 
and trade treaties, competitive currency depreciations, controls of for- 
eign investment, immigration restrictions, and manifold other forms of 
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discrimination strengthen the economic lines cutting across the map of 

the world economy. 

British labor is, after all, quite literally British labor, not simply an 
arbitrarily delineated segment of the world labor poolj so, indeed, is 
British capital precisely British, despite its obvious international char- 
acter^ and British land is of course by definition British, not merely part 
of the world’s pool of resources. There is a relative lack of mobility of 
productive elements between countries, partly because of the factors and 
controls already mentioned. Therefore, while British standards of living 
show obvious discrepancies, nevertheless, they do, as a whole, differ from 
the standards of other countries. In a world of growing nationalism, of 
increasingly restricted international movements of labor and capital, 
these differences will be sharpened. The vicissitudes of international com- 
petition become vitally significant not merely to separate individuals but 
to a whole country, not merely in a period of transition and of temporary 
maladjustment, but permanently. 

For these many reasons Britain is in a real sense an economic entity 
with distinguishing economic characteristics. And British people, although 
they trade and transact individually, form in a sense a distinguishable 
group. The economic history of such a group, treated as a group, be- 
comes, then, a suitable subject for study. 

A country’s balance of international payments is a summation of all 
the transactions between it (and its nationals) and the rest of the world 
wherein it receives or expends cash.^ All international transfers of pur- 
chasing power are included, whether or not for current or future quid fro 
quoy whether the cash moving as a result is actually converted into the 
national currency of the recipient or remains in the form of claims upon 
the paying country. It represents thus a summation of a country’s cur- 
rent demand and supply of the claims on foreign currencies and of for- 
eign claims on its currency, i.e., for the foreign exchange whereby these 
payments are effected. 

For anything more than a single transacting unit, an individual or 
business, the balance of payments is a statistical fiction. A national bal- 
ance of payments is an arbitrary aggregation of those disparate transac- 

^ Whether transactions which do not involve the intermediation of money ought to be 
included, whether in fact they may be called transactions at all, depends entirely upon 
one’s de£nitions. It need only be noted that on the international plane, as internally, 
such “noncash transactions” do exist, but that their exclusion or inclusion in the balance 
of payments is a matter of theoretical indiiference from the viewpoint of international 
equilibrium. 
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tions by separate individuals which happen to cross national boundaries. 
These transactions are not in most cases made by the country acting as a 
self-conscious trading unit. The resulting statement has nothing to do 
with profit or loss^ for either the nation or the separate individuals en- 
gaged in the transactions included. 

Neverthelessj there is, as we have seen, particular cogency in the study 
of the national balance, an interest which increases with the growth of 
economic nationalistic differentiation.^ The balance of payments is thus 
one extremely useful instrument for analyzing a country’s position — ^but 
it cannot be used in vacuo; its limitations must be recognized. 

The Inevitable Balance 

It is elementary accounting procedure to conceive of all transactions 
as two-sided phenomena, involving an equal credit and debit aspect. Every 
outpayment includes a debit, the cause of the outpayment, and a credit, 
the reduction of an asset or increase of a liability whereby the outpay- 
ment is effected. Similarly, each inpayment involves a credit, the cause 
of the receipt, and a debit, the means of receipt. 

On the international plane cash payments are made with claims on 
domestic or foreign currencies. The equal and opposite credit involved in 
every single outpayment (debit), and the debit involved in each inpay- 
ment (credit), consists thus in opposite flows of these claims, i.e., of short- 
term capital. Each export of goods, a credit, involves in the receipt of 
payment therefor either a decrease in the short-term liabilities of a coun- 
try’s banks to foreigners or an increase in their short-term foreign assets, 
in either case an outflow of short-term capital (a debit). Every import of 
goods or other debit involves an opposite inflow of short-term credits (a 
credit), a drawing down of claims on other countries or an increase of the 
latters’ claims on the outpaying country. 

If we include in the compilation of transactions these reverse move- 
ments through the reservoirs of foreign exchange, it is obvious that the 

2 See Salter, World Trade and Its Future, p. 4j F. W. Paish, “Banking Policy and the 
Balance of International Payments,” Economica, n.s., Ill (1936), 404-7. In the con- 
\"erse of this will be recognized the classical truism, so convincingly argued by Sir Nor- 
man Angell, that given liberal economic policy the political nationality of any territory 
will not make the slightest economic difference to anyone. Given illiberal economic policies, 
or simply relative immobility of factors of production over national boundaries, political 
nationality becomes potentially of great economic significance. It follows that balances 
can be constructed for other groups as -well, regional or occupational, which will be 
illuminating in so far as there is justification for the grouping — such justification as we 
’have already found for the national grouping. 
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resultant balance of payments, the sum of the individual debits and 
credits, must represent an exact equality, just as does every individual 
transaction. Most of the short-term credit flows, by which payments are 
made, will of course balance out over anything more than an infinitesimal 
period of time. Supply and demand of foreign exchange are continuous j 
the claims are book transfers which are canceled against each other, leav- 
ing the net short-term credit position at any time much the same as before. 

This inherent inevitability of balance is merely a restatement of an 
obvious truism: no country (or individual) can buy, give, or lend more 
or less than it receives by sale, gift, or loan from all the rest of the world, 
except in so far as it draws upon or increases its accumulated claims on the 
rest of the world or increases or decreases its debts. To the extent that 
purchases and other remittances do not equal sales and other remittances, 
clearly a country is engaging in some capital transaction, borrowing or 
lending on long or short term to precisely the same extent.^ It is of the 
essence of the transactions themselves that this equation should persist. 

The Current and Capital Balances 

The total balance of payments is customarily broken down into two 
sections, the current balance and the capital balance, with gold coin and 
bullion taken separately. This is often a summary procedure, and theo- 
retical consistency must frequently be sacrificed to statistical expediency. 
Nevertheless the division is a useful one. There is considerable variation 
in opinion and practice in making this distinction between current and 
capital transactions. Some economists try to draw the line on the basis of 
whether an immediate qiM fro quo is involved, thus reserving to the 
capital account all unilateral transfers, loans, gifts, and tribute,^ Others 
seek to distinguish according to the regularity or normal predictability 
of the payments, thus including regular amortization receipts in the cur- 
rent account.^ Almost all seek to apply to the current account the eco- 
nomic concept of income, reserving thus for the capital account various 
capital flows and unusual transfers.® The oflicial British current balance, 

® Canada, Dominion Bureau of Statistics, The Canadian Balance of International Fay-- 
ments (hereinafter cited by title only), pp. is-iyj Lewis, The International Accounts^ 
pp. 1-2; Aftalion, VEquilibre dans les relations economiques Internationales y p. 9. 

^ Heilperin, International Monetary Economics y chap, vj Iversen, Asfects of the Theory 
of International Cafital Movements y pp. 35—36. 

® As in Aftalion’s “balance of accounts,’^ UEquilibre dans les relations economiques inter- 
nationalesy p. 6. 

® See Aftalion’s “balance des revenus^^ ibid.^ Pp. g-ta, and Viner’s “balance of indebted- 
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which we must use in any event, may not be rationalized along any of 
the various lines suggested with complete consistency. It simply includes 
all but capital flows and gold. Thus, it excludes “normal” capital repay- 
ments, while including items which may in many cases be far more erratic. 
It cuts across the classification based upon whether payments are for a 
quid fro quo^ immediate or deferred. It is primarily an income account j 
yet it is by no means clear whether all the unilateral transfers of pur- 
chasing power included may be regarded as income. 

Net current and capital balances must be equal and opposite, since to- 
gether they constitute the total balance of payments (including gold in 
the current balance, for convenience). Each is a mirror and measure of 
the other. 

The theory of international equilibrium is very largely concerned with 
the causal relationship between the two balances. It is often stated, popu- 
larly, that the net capital movement is what is left over after the com- 
putation of the current balance, with the clear implication that the first 
is the result of and is determined by the second.'^ Such a direct relation- 
ship is, of course, impossible, since the men who do the lending and the 
borrowing do so for purely private reasons, as do those whose transac- 
tions constitute the current balance. The connections are more subtle, so 
subtle, indeed, that they have been the subject of endless economic con- 
troversy. 

Much of this controversy, seeking to establish which of the two bal- 
ances is usually causal, which usually adaptive, has been fruitless, in our 
judgment. Every transaction in the balance of payments is bound inex- 
tricably with every other, in an intricate network of cause and effect which 
encompasses not only them but also all the factors which in turn affect 
them: prices, sectional and general, interest rates, cost and demand 
curves, bank and fiscal policy, cyclical fluctuations, etc. Any one of these 
determinants might conceivably at one time or another be the initial 
disturbing factor. While it is true that some items in the balance of pay- 
ments are less sensitive than others to such disturbances, it is difficult to 

ness,’’ Canada^ s Balance of International Indebtedness ^ igoo—igx$ (hereinafter, Canada^ s 
Balance)^ pp. 21-22. 

^ The ‘‘capital transactions . . . show the amount by which net foreign assets or liabilities 
have increased or decreased during a period. The income account . . . explains this 
change.” Lewis, The International Accounts^ p. 67, Here is the result of the misleading 
analogy to corporate accounts: the income account creates the change in the “net worth”; 
a balance of trade “deficit” causes an increase in debt. See Iversen, Asfects of the Theory 
of International Cafkal Movements, p. 66. 
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generalize from historical experience that the changes in either the trade 
or the capital balance usually bring about adjustments in the other. In 
general, just as good a case can be made for the causal influence of trade 
over capital movements as the reverse — ^and just as bad. Either would 
be inadequate. 

Capital movements undoubtedly do call forth adjustments in the cur- 
rent balance. But what is it that makes such movements possible in the 
first place? Clearly, not every country can simply start to export capital 
and expect the trade balance to adjust automatically. Investment neces- 
sitates a surplus of output over current consumption j foreign investment 
necessitates a surplus of goods or services which are required abroad. 
Only those countries which have been able to produce and sell such a 
surplus — and have therefore been in a strong current position to begin 
with — have been in the long run capable of exporting capital, which is 
precisely this surplus of exports. It is clearly the productive power of the 
country, operating first upon its trade balance, which controls in the long 
run the need for foreign capital and the supply of domestic capital. There 
are numerous examples of much clearer and more direct connection with 
change in the current balance, actual or prospective, as cause and capital 
movements as effect. America’s loans to her allies during the first World 
War were a refunding of obligations incurred in huge previous com- 
modity imports. The belligerents’ need for imports necessitated controls 
of capital flows and liquidation of foreign assets, a conscious adaptation 
of capital to current balance characteristic of more recent exchange con- 
trols. Totalitarian economies lend and borrow almost entirely in order to 
sell or buy goods. Finally, younger countries have often floated loans in 
order to buy needed machinery or raw materials from the lending coun- 
try.^ 

On the other hand, there is abundant evidence of the startling adapt- 
ability of commodity trade to changes originating more or less independ- 
ently in the capital balance. The great influx of capital into Canada from 
1900 to 1913,® the payment of the Franco-Prussian War indemnity be- 
tween 1870 and 1876,^*’ the sharp decline in Britain’s capital exports in 
the early 1890’s after a period of great overlending, and the abrupt 

® See Aftalion, UEqmUbre dmis les relations iconomiques internationaUsy p. 3155 White, 
The Frefich International AccountSy 1880-zpi^y pp. ^14-1 6. 

® See Viner, Canada! s Balancey fassim, 

VoE Haberler, The Theory of International Trade, pp. 92-96. 

Hobson, International Tradey pp, 1 08-10, 
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cessation and reversal of capital import into Germany between 1928 and 
1931 were all accompanied by amazingly rapid alterations in current 
balances. However^ although in these cases the changes in capital flow 
must have been the relatively more causative factors, even here the causa- 
tion was not entirely one-sided. Indeed, as we shall argue below, if the 
changes in both current and capital balances be considered in terms of 
the complex pattern of antecedent and concomitant factors of which they 
are an intimate part, the impossibility of singling out one as initial cause, 
the other as effect, would be quite clear. 

Most economic theory seems to favor the view, expounded mainly by 
Professors Ohlin and Iversen, that capital movements far more often 
bring adjustments in commodity trade than vice versa.^- Taussig, White, 
and Viner, in their case studies, customarily treat the capital flow as the 
^yisturbing” factor, the trade balance as the ^^adjusting” factor. The 
following explanation occurs to the author. There has been little attempt 
traditionally to analyze the cyclical fluctuations of the balance of pay- 
ments 5 most of the theory of international equilibrium assumes, uncon- 
sciously or consciously, a static situation of full employment. Now, the 
possible disrupting factors may be said to fall under two heads: changes 
in demand and supply dispositions, operating initially upon the current 
balance, and changes in those factors giving rise to unilateral transfers, 
capital flows, indemnities, etc. Assuming away cyclical variations leaves 
little reason for expecting initial changes of the former kind in the short 
run. Authors have, therefore, customarily studied the more striking 
changes of the second category, unilateral transfers, and the theory of 
international equilibrium has as a result become almost synonymous with 
the ^^theory of transfers.” The origin of such transfers may also be 
cyclical, but this is usually ignored, except in a brief initial explanation. 
Beyond that point, they are treated as shifts of claims over a fixed world 
output from B to A. Under these assumptions, B simply takes a slice of 
pie smaller than it has earned, A a larger slice, and the trade balance 
adjusts automatically. 

Were it realized, however, that cyclical fluctuations of employment, 
output, and income are an inherent part of the economic process, not 

Ohlirij Interregional and International Trade^ pp. 383—84, 4455 Iversen, Asfects of 
the Theory of International Cafiial Momments, p. 66. Lord Keynes has taken the op- 
posite view, ^^The German Transfer Problem,’^ Economic Journal (hereinafter Econ, 
Jourf)^ XXXIX (1929), 6, and Professor Viner takes a middle position, Studies in the 
Theory of International Trade (hereinafter Studies in Theory)^ p. 364. 
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merely an independent external disturbance/^ this form of myopia 
would disappear. The cyclical factors which influence flows of capital at 
the same time affect trade balances. In the ebb and flow of economic 
activity^ demand and supply dispositions are constantly shifting^, for 
other reasons than inflow and outflow of capital. They are as mobile as 
capital, and hence an equal potential source of disequilibrium in balances 
of payments in a world in constant process of movement and change.^^ 

Diverg'ent national price movements, caused by the failure of business fluctuations 
to occur simultaneously, have received some consideration, but only as another possible 
external disequilibrating factor. 

See Chapter III, below. 



11. THE THEORY OF INTERNATIONAL 
EQUILIBRIUM 


T he inevitable equality of balance-of-payments debits and 
credits is not highly significant. If transactions are being effected, 
whether easily or with difficulty, the balance will continue. And 
if a country is bankrupt, if it has neither gold nor foreign assets, if for- 
eigners will not accept its currency, and transactions are therefore not 
effected, debits will still equal credits. The fact of continuous balance 
thus offers not the slightest presumption of stability in a given situation 
and no means of evaluating that situation. Behind its fagade may lurk all 
degrees of instability or breakdown. 

A distinction must be drawn between such a superficial technical equal- 
ity and ^^equilibrium” of the balance of payments, the latter implying a 
more enduring adjustment of out- and inpayments and a greater chance 
for maintaining an optimum level of international economic activity. We 
shall use the expression ^^equilibrium” in a country's balance of payments 
to denote a situation in which over a period of time long enough to ex- 
clude seasonal and minor discrepancies the total supply and demand for 
means of foreign payment are equated, without continuous short-term 
capital or gold movements in one direction, or sizable fluctuations in the 
external value of currencies, or default, or measures of control employed 
to maintain this equality. Such equilibrium requires that all money trans- 
fers for goods, services, long period claims, and in satisfaction of obliga- 
tions be on balance real transfers — of goods, services, satisfactions of 
obligations, and evidences of debt of longer maturity than international 
money itself. 

This is an arbitrary definition and suffers from the arbitrariness of all 
definitions. Certain net movements of short-term capital need not be in- 
consistent with equilibrium. On the other hand, a balance may, even 
though it fulfills the requirements of the definition, be inherently un- 
stable. A country may be lending or borrowing more on long term or 
selling or buying more on balance than it can continue to do without 
eventual readjustment too drastic to be accomplished without serious 
economic dislocation. Without its qualifications as to stable currencies, 
the absence of transfer defaults and of government controls, the concept 
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would still amount to little more than the axiom that a country cannot 
for any length of time buy, lend, or give more than it sells, receives, or 
borrows on relatively long term. Even as it stands, equilibrium condi- 
tions may still conceal enormous instability and be consistent with fluc- 
tuations in international economic activity, employment, and real in- 
comes. Usually the conditions which cause such fluctuations are, however, 
also disruptive of equilibrium, as defined. Equilibrium conditions are 
certainly more conducive to, and are more likely to be associated with, 
relative stability and an optimum degree of international economic 
activity than are conditions of disequilibrium, as defined. 

The possible disturbances to such a pre-existing balance, creating a need 
for adjustment somewhere if equilibrium is to be maintained, may arise 
from any of the infinite number of causes and effects whose interplay 
determines every transaction in the balance of payments. Any change 
— psychological, physical, political, or economic, seasonal, cyclical, or 
secular, regular and predictable or random, bad harvests, successful ad- 
vertising campaigns, and wars — all may and do demand continuous ad- 
justment of the whole. 

To some disturbances the ^^adjustment” of the first level is sufficient. 
In the short run, inpayments and outpayments, excluding cash, cannot 
possibly be absolutely equal. International short-term balances exist, 
and gold flows occur, precisely in order to smooth out temporary dis- 
crepancies between demand and supply. But enduring equilibrium re- 
quires that these flows of short-term credits and gold, however great in 
gross, tend to a net value of zero.^ 

^ See James W. Ang:ellj The Theory of International Prices^ pp. 400, 416—175 Kindle- 
berger, Intermtional Short-Term Cafital Movements, pp. 102-35 Bryce, “A Note on 
Banking Policy and the Exchanges,^’ Review of Economic Studies (hereinafter, Rev. Econ. 
Studies')^ IV (1937), 240-41. 

The definition of the text is by no means generally accepted. Viner and Aftalion speak 
of equilibrium as if it were the same as equality of the current balance and therefore up- 
set by the mere existence of a long-term capital fiow, Viner, Canada? s Balance, pp. 147-48 5 
Aftalion, VEquilibre dans les relations economiques internationales, pp. 5, 97. 

There is often more than a hint in such a definition that equality of the current balance 
is ^^normal.” This idea is fairly explicit in the definition of Marco Fanno, who seems 
also to imply, quite fallaciously, that equilibrium also requires that the bilateral current 
balances between any two individual countries must balance : ‘Uf the aggregate value of 
commodities and services exchanged between countries and that of the unilateral economic 
payments of an income character which are owed by one country to another are equal 
as between the two countries involved . . . the balance of international payments of 
the countries in question will be in equilibrium, and all debtor and creditor relations 
between them will cancel each other completely.*’ Normal and Abnormal International 
Cafital Transfers, p. 2. Disequilibrium may be offset by a capital fiow, continues Fanno, 
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The transactions summarized in the balance of payments are for the 
most part not transactions between states operating as units, but between 
a host of individuals, private and corporate, motivated by a multiplicity 
of factors. Hence, in the absence of government controls, it is apparent 
that equilibrium can be maintained only by an automatic change develop- 
ing out of the state of disequilibrium itself, a change in the objective 
economic factors which influence the decisions of these individuals so as 
to cause them to alter their transactions to the extent and in the manner 
required. This is the essence of the problem of international economic 
order, and of the operation of the more or less automatic system which 
has fulfilled this essential function in the past. 

The Purchasing Power Shifts 

Every transaction, domestic or international, involves an immediate 
shift of purchasing power, from remitter to recipient.- When a national 
of country B makes a payment to a national of country A, transfer is 
effected by B’s banks either ( i ) drawing down their foreign balances to 
supply the needed exchange, or (2) accepting added claims upon them- 
selves by foreign banks. In case i the banks of the remitting country, B, lose 
an equivalent amount of deposits and foreign assets, since the remitters 
draw checks upon them to pay for the foreign bills. A’s banks may or may 
not experience an equivalent increase of deposits and reserves. They 
will not if B pays with claims on A, thereby extinguishing a short-term 
credit to them, A’s exporters thus simply taking over the deposits previ- 
ously owned by B^s banks. They will if B pays instead with claims on a 

but disequilibrium, although it is eliminated for the moment, is not cured definitively, 
and the securities of the debtor country are therefore only an instrument by which it 
is able to effect a provisional settlement.” p. 3. 

Dr. Fanno has a right to frame such definitions as he pleases, but he must realize 
that such equilibrium as he describes has never existed except by sheer accident. Even 
in the long run, international trade is not mere barter, because most international, as 
well as internal, debt is never repaid on balance. Whenever a country does finally repay 
its foreign debts on balance, the repayment is incident to secular economic development, 
not to re-equilibrating tendencies, and usually leads then to a capital outflow, and hence 
rather creates new ^Misequilibria” than solves old. See Aftalion, VEquilibre dans les 
relations economiques Internationales^ Book I, chap. i. Capital movements are just as 
normal as changes in the trade balance 5 hence an “unbalanced^’ current account is just 
as normal as a “balanced” one, and just as compatible with equilibrium, by any useful 
definition of the term. 

^ See the lucid accounts of James W. Angell, The Theory of International Prices^ p. 403 ff., 
and his section in Exflorations in Economics^ pp. 1 5-1 8 5 also Kindleberger, International 
Short-Term Cafital Movements^ chaps. ii-*iii. 
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third country, C or D. In any event, at least B’s purchasing power will 

decline. 

In case 2, also, there will be a net change in purchasing power, but 
never on more than one side. B can have no net decline in demand de- 
posits or reserves, because credit is now being extended to her 3 her 
remitters’ deposits are merely transferred to the ownership of foreign 
banks. But in A there will be a net rise in demand deposits and in bank 
reserves held abroad. In both cases, then, there will be an immediate and 
automatic shift in buying power, either a decrease in the remitting coun- 
try or a rise in the receiving country, or, in some circumstances, both. 

The immediate shift of buying power in the hands of the nationals 
of the countries concerned will, however, always be two-sided. Total 
buying power in B may be spared primary deflation because her banks 
borrow abroad on short term (case 2), but domestically owned deposits 
in B will still be reduced. Total deposits in A may be held constant be- 
cause B’s banks withdraw their balances (case i), but A’s domestically 
owned deposits will rise. Deposits owned by foreign banks (increase or 
decrease of which prevents the two-sided purchasing power shift) do not 
represent as direct a potential demand for foreign goods, services, or se- 
curities as do the deposits owned by nationals. They operate upon that 
potential demand only by entering the money markets, by extensions of 
credit. Therefore every transaction does cause an immediate change in 
effective purchasing power simultaneously in B and A. 

Since each international transaction involves such an automatic change, 
any balance-of-payments disequilibrium, any excess of outpayments or 
inpayments, will immediately entail net purchasing power movements 
from one country to another, even though total debits and credits be 
inevitably equated by reverse flows of short credits.*^ 

® Thus, it is sometimes said that an inflow of short-term capital may be deflationary and an 
outflow inflationary. See Whale, ‘‘International Short-Term Capital Movements,” Eco- 
nomical n.s. VI (1939), 30-395 International Labour Office (l.'L.O,') ^ Emfloyment^ Wages^ 
and International Trade (Studies and Reports, Series B, No. 32), pp. 29--34. The flows 
referred to are precisely these movements of the means of payment. In the above case, B 
“imports” and A “exports” short-term capital. Obviously, however, the factor inflating A’s 
buying power and deflating B’s is not the flow of credits, but the transactions paid for by 
these credits. Such reasoning is therefore deceptive. The I.L.O. report speaks at times as if 
all short-term capital inflows are deflationary (pp. 40-41). Elsewhere it speaks of the 
deflationary effects on the world of the United States’ heavy short-term capital out- 
flow of 1930 (p. 45), when obviously what was deflationary was the United States’ 
heavy active balance of payments on other accounts. Had the United States taken home 
its receipts in gold, had it not permitted its foreign balances to accumulate, the deflationary 
influence upon the world would have been far greater. As we have seen, such a reverse 
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Every international transaction also entails two secondary purchasing 
power consequences, which tend to magnify the primary consequences. 
These consequences are related: an automatic multiplier effect,^ and an 
effect upon the expansion or contraction of bank credit.^ The ultimate 
alteration in a country's income as a result of a rise or fall of the money 
stream is a multiple of the original change by the income velocity of 
money. While the latter is conditioned in large measure by bank policy, 
this multiplier exists independently of any change in the volume of bank 
credit. It is a function of many other variables, notably the marginal pro- 
pensities to save and to import. 

The causal relations between these variables are reciprocal. One 
factor, conditioning both the ease of balance-of-payments adjustment 
(through the shift in buying power) and the multiplier, tends to regu- 
late the size of the secondary as well as of the primary income effect in 
accordance with the necessity for such magnification. This is the marginal 
propensity to import out of the increments or decrements to income re- 
sulting from the initial disequilibrium. The reduction of B’s incomes by 
a reduction of A’s demand for her goods (or any other similar change 
on current account) ® and the increase in A’s incomes will both be mul- 
tiplied less or more, other factors being assumed constant, and the bal- 
ance of payments more or less quickly adjusted, both directly in pro- 
portion (and as a result) as the propensity to import out of that decrement 
or increment to income is great or small, respectively. The total primary 
and secondary income effects will thus tend as a result of this factor alone 
to be great or small as the need is great or small. If the propensity to 
import is high, on the one hand, the balance of payment adjustment 
will be rapid, and, on the other, the multiplier will be small. If greater 
income shifts are necessary, i.e., if the marginal propensity to import is 
weak, both the primary and secondary income effects will be great and 
persistent until equilibrium is re-established (the primary because of 
continued disequilibrium 3 the secondary because the multiplier is great). 

The balance-of-payments adjustment is a function as well of all the 


flow of short-term credits (case 2) prevents the primary deflation from being greater 
than it would otherwise be. As we shall see, it thereby alleviates secondary deflation 
as well. 

^ See Machlup, International Trade and the National Income Multiplier. 

^ See F. W, Paish, “Banking Policy and the Balance of International Payments,” Eco^ 
nomica^ n.s., Ill (1936), 407--9. 

® The transactions of the capital account may not properly be said to have primary 
income effects subject to multiplication. 
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other factors which condition the multiplier. If, for example, B’s nationals 
maintain their consumption by a reduction of savings, and A’s do the 
same by increasing savings, both actions decreasing the respective down- 
ward and upward multiplier effects, the balance-of-payments adjustment 
will be less readily effected. Other things being equal, the greater the 
multiplier effect, the easier the balance-of-payments adjustment on this 
account alone.'^ 

The primary and secondary changes in levels of purchasing power thus 
far discussed occur in both the remitting and the receiving countries, 
since the domestically owned deposits of both change equivalently and 
simultaneously in opposite directions. When we come to secondary effects 
via credit expansion and contraction, however, we find that the shifts 
of credits between the banking systems of A and B, whereby payments are 
made, prevent complete reciprocal adjustments. Either (case i) B’s bank 
reserves, held abroad, are reduced, or (case 2) A’s bank reserves, held 
abroad, are increased, with a resultant tendency toward contraction of 
credit and hence of money in B or expansion in A. This secondary mag- 
nification will occur in both countries simultaneously only if payments 
are made by claims on other countries, C or D, or if the banks of A and 
B hold greater reserves against foreign than against domestic deposits, 
as they should.® In the latter event, the shift in ownership of deposits 
from B’s banks to A exporters (case i) or from B importers to A’s banks 
(case 2) will tend to induce secondary inflation in A or deflation in B, 
even though there has been no primary change in the total deposits and 
reserves in either country.® 

^ See Machlup, International Trade and the National Income Multiflier ^ pp. 38--42, 57, 
84—87, and chap. x. Changes in the volume of savings can permanently prevent readjust- 
ment of the trade balance, as Machlup argues, but only if one excludes, as he does by 
assumption, the possibilities of induced alterations in price levels, bank policy, interest 
rates, and domestic investment activity. See also Hawtrey, whose terminology is slightly 
different, but whose concepts are similar. Currency and Credit^ pp. 76-835 also Harrod, 
International Economics 107— ii, 115— 17. 

^ Keynes shows that a country ought to regard an outflow of short-term capital, result- 
ing from a weak balance of payments, in the same light as a gold outflow, and conversely 
with a credit inflow. In fact, however, it seems to have been a major defect of the gold 
exchange standard system that it lacked this two-way operation, banks ignoring shifts 
in the ownership of their deposits between domestic and foreign owners, since their 
reserves remained unchanged. A Treatise on Money ^ I, 350-565 Heilperin, Intcrr^tional 
Monetary Economics, pp. 212-14. 

® It is often maintained that regardless of whether banks consciously follow such a policy, 
there will be an effective change in purchasing power on both sides, merely because 
foreign balances are more likely to be invested in short-term loans on the money or 
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A third and final way in which purchasing power levels in the respective 
countries may tend to shift autonomously is through a possible resultant 
change in the demand for credit. Balance-of-payments transactions may 
alter the prospective marginal efficiencies of capital in A and B, and hence, 
by changing respective demands for credit, alter the income velocity of 
money in each. If B’s exports are lagging behind her imports, her ex- 
porters will probably tend to curtail their borrowing, with a consequent 
further tendency to contraction of credit 3 the opposite tendency may 
occur in A.^^ 

These shifts in purchasing power, which result from each International 
transaction, operate in large measure through their effect on interest 
rates. Since each transaction alters the supply of means of payment and 
banking reserves, it involves a relative upward pressure on interest rates 
in the remitting and/or a relative downward pressure in the receiving 
country. Such pressure becomes fully reciprocal, as we shall see, only 
when short-term credits cease to ease the transfer, and payments are 
effected by gold flows. Interest rates may be prevented from changing by 


security markets, with relatively lower income velocity than domestic deposits. Hence 
the shift of A’s deposits from foreign to domestic ownership (case i ) will release funds 
from “financial” to “industrial” circulation, i.e., for extension to domestic industry, 
with infiationary secondary consequences. Or the opposite will occur in B (case 2). 
James W. Angell, in Exflorations in Economics, pp. 16-175 Kindleberger, International 
Short-Term Cafkal Movements, pp. 23—255 Keynes, A Treatise on Money, I, 24.35 
F." W. Paish, “Banking Policy and the Balance of International Payments,” Economica, 
n.s., Ill (1936), 416-18. 

This proposition, as stated, is of dubious validity. Foreign funds lent on the money 
market or disbursed for securities also go into industry, directly or indirectly. Their 
effect on interest rates is similar to that of domestic deposits. It is true that they need 
not go into industry 5 they may, for example, remain idle. So, however, may the funds 
of businesses. Besides, the balance of payments is the summation of all sorts of trans- 
actions other than trade, involving among others increase and decrease of deposits in 
the hands of investors, banks, insurance companies, w^hich may or may not have a greater 
“industrial circulation” than foreign bank deposits. In such cases a flow of purchasing 
power can scarcely be deemed inflationary because it involves a movement from financial 
to industrial circulation. These shifts will mean necessarily only that in both cases B’s 
domestically owned deposits will decline and A’s will rise. The crucial difference between 
the two types of deposits is, then, in their ownership, rather than any tenuous distinction 
of their types of “circulation.” This has nothing to do with their respective velocities 
of circulation, but results simply from the fact that domestic deposits are directly avail- 
able ,for balance of payments adjustment, those owned by foreign banks only indirectly. 
10 Whale, “The Working of the Pre-War Gold Standard,” Economica, n.s., IV (1937), 
24-25 5 Gilbert, “The Mechanism of Interregional Redistributions of Money,” Rev. Econ. 
Studies, V (1938), 190-91 5 Walker, “The Working of the Pre-War Gold Standard,” 
Rev. Econ, Studies, I (1934), 203. 
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the above-mentioned possibility, a change in the demand for credit in 
the same direction as the supply. If so, the change in rates may be con- 
sidered unnecessary. If on the other hand the changed demand is not 
enough to offset the changed supply, an alteration in interest rates, which 
is therefore made necessary, will further reinforce the re-equilibrating 
secondary income shifts and thus contribute to an enduring readjustment 
of the balance of payments in a manner to be described below. 

Exchange Rates, Gold Flows, and Proximate Adjustments 

UNDER the Old Gold Standard 

Every international transaction helps to determine the price of the 
foreign exchange with which payment is made. Every disequilibrium 
of the balance of payments will therefore affect not only interest rates but 
also exchange rates, and the resultant fluctuations will set in motion 
equilibrative tendencies of varying permanency and strength. 

If a country’s currency seems not to be basically threatened, temporary 
small or predictable (e.g., seasonal) pressure on its balance of payments 
and hence on its currency will normally induce speculative purchases of 
the weak currency in anticipation of a return movement. Higher short- 
term interest rates in the weaker country may help make such arbitrage 
transactions attractive. These semi-automatic equilibrating inflows of 
short-term capital may be sufficient to check the exchange pressure and 
tide over temporary or minor weaknesses. If pressure persists, and ex- 
change rates diverge enough to compensate for the costs of getting 
commodities from one market to another, arbitrage transactions in vari- 
ous internationally traded goods will be encouraged. Under the gold 
standard, gold will probably be the most sensitive of these commodities j 
the willingness and ability of a country to supply gold (or, indeed, any 
other good) at a fixed price sets a limit to the depreciation of its exchange, 
for gold sales automatically fill the gap in the foreign exchange supply, 
once local currency has declined to its gold export point. 

With gold flows we enter a secondary range of equilibrating tendencies. 
Short-term credit movements are ineffective in the face of continuing dis- 
equilibrium. For one thing, they cannot continue indefinitely. A specu- 
lative flow is dependent upon an assurance that currency pressure is tem- 
porary, and the slightest exchange risk negates the gains of interest 
arbitrage,^ ^ The foreign line of credit available to a country’s banks is 

This was true even under the gold standard. See Hawtrey, “The Gold Standard and 
the Balance of Payments,” Econ, Jour., XXXVI (1926), 64-65. See also the interesting 
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limited, especially if the currency is persistently weak. Moreover, these 
flows, as we have seen, mitigate the two-sided effect of the purchasing 
power flow and hence retard more radical correctives. The initial effects 
of gold flows are the same: they simply help fill the need for exchange. 
In their primary and secondary purchasing power effects, however, gold 
flows have additional equilibrating powers. Here gold sales by producers 
and hoarders and purchases by actual consumers (and industry) may be 
excluded, as they are precisely the same in effect as ordinary commodity 
trade. Our interest is in gold arbitrage. 

If gold is exported by B’s banks in an arbitrage transaction, their de- 
posits and reserves are unchanged, reserves of foreign balances being 
substituted for gold. If the proceeds are now supplied to B importers of 
goods, B’s banks will in the end show a net decline in deposits and re- 
serves. A’s banks, which buy the gold, experience an increase of both re- 
serves (gold) and deposits, the latter owned in the first instance by B’s 
banks, and later by A exporters. Whereas thus in the balance of payments 
B’s gold exports and commodity imports balance, and A^s gold imports 
and commodity exports balance, purchasing power effects do not cancel 
out, and in fact are complete and two-sided. A’s deposits and reserves 
have increased and B^s have decreased. Were the commodity transac- 
tions effected and balanced by short-term credit shifts, on the contrary, 
the purchasing power effects would be, as we have seen, only one-sided 
in many respects, all the more since banking systems tend to react less 
readily to a short-term credit inflow than to gold outflow, even though 
both may reveal the same weakness. Gold flows are in a sense alternatives 
to the continued flow of short-term credits. They are also extensions of 
the equilibrating process, a more drastic second stepj since one country 
can no longer borrow from the other and must pay in cash, the shift of 
purchasing power is made complete. 

Exchange rate effects go one step farther. If disequilibrium persists 
and gold supplies are exhausted, or if countries no longer adhere to the 
gold standard, exchange fluctuations will not be restrained by the re- 
deemability of currencies in gold. The various import and export points 
of other commodities with an international market are reached. Eventu- 

formuktion of this process by Joan Robinson, whose discussion, however, shows a pro- 
pensity for jumping to conclusions of fact from a highly oversimplified theoretical argu- 
ment based on rigid assumptions, ‘banking Policy and the Exchanges,*^ Re‘v. Econ. Studies^ 
III (1936), 226”29. Also Bryce, “A Note on Banking Policy and the Exchanges,^’ 

Econ, Studies^ IV (June, 1937), 240—43. 

See W. A. Brown, Jr., TJ^ Int^ Gold Stand,, I, 87-91. 
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ally, if adjustment is attained short of defaults and breakdown, it will 
come in large measure through increased visible and invisible exports 
from the weak country and decreased imports into it, as the relative 
external purchasing power of its currency declines. If deflation of in- 
comes and terms of trade (the latter merely by fluctuation of domestic 
prices) do not serve to keep a country from buying and lending more 
than is consistent with equilibrium, deflation of its buying power by ex- 
change depreciation must serve. The short-run success of this process 
is by no means certain. Under conditions of great weakness it may in- 
tensify capital flight, leaving defaults and direct controls as the sole 
means of restoring “equilibrium.” In these circumstances high interest 
rates may have the same effect j they may be taken as an evidence of seri- 
ous instability and may hence repel, rather than attract, capital, even to 
the extent of precipitating a breakdown. 

It was at one time commonly believed that virtually all balance-of- 
payments disequilibria were adjusted regularly by gold flows, operating, 
in causal sequence, upon bank reserves, interest rates, the volume of 
credit, relative price levels (the terms of trade), and the balance of trade. 
It was recognized that there might be lags and frictions all along the line, 
but gold would continue to flow, it was held, until either adjustment or 
breakdown occurred.^^ This theory is especially inadequate as an ex- 
planation of the short-run adjustments of the balance of payments. Such 
rapid, easy, and continuous adjustments as national balances of payments 
made under the gold standard would have been impossible under such a 
slow and cumbersome process. 

In fact, the initial adjustments between well-developed international 
money markets occurred on much the same level as between different 
regions of one country, using one currency. Seasonal pressures upon bank 
reserves and balances of international, as of interregional, payments did 
not regularly cause gold drains, differential bank policies, and shifting 
terms of trade, in that sequence. The extreme mobility of short-term 
funds filled the gap, preventing severe inflation and deflation and price 
disturbances in individual regions except In extreme cases. Relative price 
level changes seem thus to have been of minor importance both as a 
means of adjustment (at least in the case of regular seasonal and even 

For example, Taussig, International Trade ^ chaps, xi— xii, xxuij fassim, 

^^The classical gold-flow theory considered these price changes the essential means o£ 
adjustmentj see p. 19, below. See also Beach, British International Gold Movements and 
Bankmg Policy, PP* 9j Heilperin, International Monetary Economics, 

p. 169. 
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cyclical disequilibria) and also as a cause of disequilibrium.^^ Gold flows 
were not caused primarily by balance of payments disequilibria j instead, 
they were usually induced by movements in the same direction of short- 
term capital, attracted by differential interest rates. Thus, differences in 
interest rates usually caused gold flows, rather than the reverse j and 
these differential rates were usually the result of heavy seasonal and 
cyclical demand for credit or currency in one area.^^ 

The importance of international movements of short-term credits can 
therefore scarcely be overestimated. Without them, and above all with- 
out the willingness of receiving countries temporarily to accept claims 
on the remitters in time of stress, thus often obviating the need for gold 
flows and preventing drastic deflation in the latter, the operation of the 
international gold standard would undoubtedly have involved far greater 
hardships, and the system might therefore have held together much less 
firmly than it did. 

Nevertheless, in the case of greater disequilibria, induced short-term 
capital movements were not and are not adequate substitutes for a more 
endxiring re-equilibration. They may actually hinder that final adjust- 
ment by relieving the weak country of pressure in the manner indicated 
— ^by precluding gold flows and by removing the full two-sided impact 
of the buying power shift. Nevertheless, as long as disequilibrium per- 
sists, there will also exist continuous influences upon relative levels of 
purchasing power and upon interest and exchange rates, giving rise 
to forces which tend toward more definitive solution. 

Definitive Re-equilibration 

According to the traditional theory, final adjustments of balance of 
payments disequilibria under the gold standard could occur only as a 
result of flows of gold from countries with a weak balance to countries 
with a strong balance, causing shifts in terms of trade against the former 
and in favor of the latter countries.^® This theory is no longer acceptable. 

The major cyclical cause of gold flows as traditionally envisioned was a price level 
in one country lagging behind or preceding the rise of world prices. Beach, 170—73- 

Ibid.y fassimj J. C. Gilbert, ‘‘The Mechanism of Interregional Redistributions of 
Money Rev, Econ, Studies j V (1937-38), 187-94, fassim^ Whale, “The Working of 
the Pre-War Gold Standard,” Economica^ n.s., IV (1937), a i, 25-27. 

The flows of short-term capital cannot entirely destroy the interest or exchange rate 
differentials which give rise to them or their raison d^etre would disappear and the 
flow would be reversed. 

For one unequivocal statement of this view see Taussig, Internatiotial Trade^ pp. 117, 
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There have been too many instances where the gold flows accompanying 
huge and comparatively rapid adjustments seem to have been too small 
and too long delayed to account for those adjustments j in some caseSj 
indeed, the gold flowed in the wrong directiond^ Moreover, the effect 
of gold flows upon price levels is uncertain and slow. Even before 1914 
central banks by no means consistently adjusted their rates so that a gold 
inflow increased, and an outflow reduced the volume of credit. And 
even when they did, the effect upon prices was far from immediate. For 
these reasons it is difficult to believe that gold could have accomplished 
the adjustments, at least in the manner described. 

Thus, we realize today that neither gold flows nor the shift of trade 
terms in the direction indicated was a necessary or inevitable means of 
equilibration, perhaps not even the major influence. Nevertheless, it re- 
mains true that almost any appreciable disequilibrium in the balance of 
payments under the gold standard will cause either gold flows or a di- 
version of the course of newly mined gold. Though these flows may not 
be large, especially on balance, usually they do influence bank policy and 
the volume of money. Whether or not these changes actually influence 

See Angell, T/ie Theory of International Prices^ p. 4015 Herbert Feis, ‘'The Mecha- 
nism of Adjustment of International Trade Balances,’’ American Economic Review (here- 
inafter Amer, Econ, Rev.), XVI (1926), 601. 

Even the Bank of England exercised considerable discretion in this regard. When 
it did raise the Rate, because of an outflow of gold, the purpose was to affect the flow 
of short-term credits, not prices. Thus, it often strove to keep such a rise in the Bank of 
England Rate from having deflationary internal effects, or, as an alternative measure, 
took direct steps to control the gold market and prevent gold flows. Sayers, Bank of 
England Operations, iSgo-igi^, chaps, vi— vii. Even less was Bank Rate used to raise 
prices in the face of gold inflow. Walker notes the obvious “asymmetry” of the follow- 
ing explanation of Bank-Rate policy before the American Monetary Commission, in 
1910 : 

“Bank-rate is raised with the object either of preventing gold from leaving the coun- 
try or of attracting gold to the country*, and lowered when it is completely out of touch 
wdth the market rate and circumstances do not render it necessary^ to induce the import 
of gold,” “The Working of the Pre-War Gold Standard,” Rev. Econ. Studies, I (1934), 
199. 

In fact, in view of the observation already made that gold flows were more often 
the result than the cause of interest rate differentials, there is serious question as jto 
whether central banks should have lowered rates when the gold flowed in and raised 
them when it flowed out. If the rise in interest rates which attracted the gold was the 
I’esult of the pressure of domestic and foreign investment upon limited reserves, a lower- 
ing of rates would have aggravated rather than ameliorated the internal and external 
situation. See Walker, “The Working of the Pre-War Gold Standard,” Rev. Econ. Studies, 
I (1934)) 196-209} Whale, “The Working of the Pre-War Gold Standard,” Economica, 
n.s., IV (1937), 20-21, 31. On the Bank’s policies after the World War see pp. 174-77, 
199—203, below. 
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relative prices, the gold flow does at least make complete and two-sided 
the shift in buying power and in this way facilitates adjustment on the 
purchasing power plane. Gold movements should then be regarded 
merely as a more effective secondary shift of purchasing powers but as 
such they may be extremely important. 

The manner in which a shift in purchasing power operates upon the 
balance of payments has been discussed in the literature almost exclu- 
sively in relation to the ^ffransfer” of large unilateral payments. This is, 
perhaps, because disequilibria of this type are the neatest and most strik- 
ing cases, perhaps, also, because of the general inclination of economists 
to regard capital movements as mainly causal and the trade balance as 
normally passive. In the following discussion we shall attempt to treat 
the problem more generally, since the disequilibrium giving rise to the 
initial net purchasing power flow may result from a change in any item 
in the balance of payments. 

It almost impossible for heavy unilateral payments even to begin 
to be transferred in real terms unless the monetary transfer has first 
been accomplished. It is the money payment by means of an inflow of 
short-term capital, in the manner described above, which sets in motion 
the purchasing-power factors which tend to effect an enduring adjustment 
of the balance of payments. In times of instability it may be impossible 
to make this beginning. When a currency's strength is in doubt, no ex- 
change or interest-rate inducement may be sufficient to attract the needed 
short-term funds. Funds may be repelled instead of attracted, and the 
country may not have enough gold or foreign exchange resources to start 
the transfer, let alone to meet a capital flight precipitated by its weak- 
ness.^^ 

In his rather vague realization of this lay one of Keynes’s strongest criticisms of Ohiin 
in their famous controversy over reparations. Keynes assumed fairly consistently that 
Germany had insufficient gold and foreign exchange to make the initial payment and 
that lack of faith in the mark prevented foreign countries from accepting deposits in 
Germany. Hence, he argued, there could occur no increase in foreign purchasing power, 
available for purchase of German goods, and German exports could increase only as a 
result of a relative decline in German prices, which Ohiin dismissed as unnecessary, Ohiin 
really assumed that Germany would be able to make the initial payment by a reverse 
short-term credit flow, thus setting in motion the purchasing power factors. Interregional 
and International Trade, pp. 43Z-'33i see also Angell, “Reparations and the Cash 
Transfer Problem,” Political Science Quarterly, XLI (1926), 337—43. However, if, as 
Keynes argued, Germany’s only means of making the payment and thus transferring 
the purchasing power was first to increase her exports: “the increased ‘buying power,’ 
due to the fact of Gei*many paying . . . will have been already used up in buying the 
exports, the sale of which has made the Reparation payments possible.” “The Reparation 
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The only way in which the transfer may be ejffected in such a case will 
be by continuous deflation in the remitting country, B. If the funds are 
actually raised internally, e.g., by subscription to new issues or by taxa- 
tion, and these funds are immobilized awaiting transfer, the deflation of 
buying power and the consequent reduction of purchases from abroad 
will provide some needed foreign balances. However, since the exchange 
thus acquired has already been used by the other countries to buy B’s 
goods, its unilateral transfer merely restores to their previous ratio the 
levels of buying power in the countries concerned and leaves the pro- 
vision of more exchange to a continuation of this deflation in B. Such a 
transfer would in any case be difficult; if the ^^abnormality’’ of the times, 
as a result of which foreigners refused to accept B’s currency, consisted 
in general world deflation, as is probable, the burden of deflation upon 
B would have to be even greater, and the probabilities of successful trans- 
fer even smaller. 

Assume that purchasing power has been transferred from B^to A. 
Except to the extent that the change of buying power is offset by a 
change in saving, in the same direction, A’s demand curves for all goods 
will shift to the right, B’s to the left, the shift being equivalent to the total 
of primary and secondary purchasing-power effects. There will thus be 
an immediate tendency for the total current balances of A and B to ad- 
just, the degree of adjustment depending upon the marginal propensities 
to import, and for the bilateral balance between them also to shift, de- 
pending upon their reciprocal demand dispositions; for this no change 
in general price levels is needed. 

The shift in purchasing power will tend, in addition, to adjust the 
respective sales of A and B by causing divergent movements of their 
prices and costs. These movements need not be absolute, but only rela- 
tive to each other. Many factors may prevent them — cyclical movements, 
imperfections of competition, monetary and fiscal policies. They are not 
inevitable; neither is successful adjustment inevitable. The one, how- 
ever, tends to facilitate the other. 

Prices of imports, set in a world market and based upon foreign costs, 
will change the least in both A and B. Domestic prices, on the other hand, 

Problem: a Discussion,” Econ. Jour.y XXXIX (1929), 18 1 5 see also Fanno, Normal 
and Abnormal International Cafital Transfers^ pp. 38-39. However, Keynes and Fanno 
both overlook tbe possibility, discussed in the text below, that purcbasing* power might 
have been reduced in Germany before the money transfer was made, thus creating sup- 
plies of foreign exchange without need for a shift in terms of trade. 



INTERNATIONAL EQUILIBRIUM 23 

will rise most in A and fall most in B, being unrestrained by competing 
foreign supplies or demands. Export and import-competing goods’ 
prices will occupy a middle position. Their changes will be retarded by 
international influences — in A by the competition of foreign products, 
in B by the existence of foreign markets. However, the relative pros- 
perity of A’s domestic industry and the increase of A’s demand will tend 
to raise these prices and costs somewhat^ export and import-competing 
industries may actually suffer a diversion of productive factors to in- 
dustries supplying the domestic market. Opposite conditions in B will 
tend to lower such prices and costs in that country. The low prices of A’s 
imports relative to import-competing and domestic goods and the tend- 
ency for her export prices to rise must tend to increase her imports and 
decrease her exports. The high price of B’s imports relative to domestic 
and import-competing goods and the tendency for B’s export prices to 
fall will tend to adjust B’s trade balance with the world in the opposite 
direction. To the extent that A’s increased buying power and B’s de- 
creased buying power directly affect their reciprocal demands, A’s export 
prices may be kept from rising entirely, and B’s from falling. This means 
merely that if the shift in purchasing power directly affects their bilateral 
balance there will be neither cause nor occasion for price changes to facili- 
tate the adjustment. 

The transfer of purchasing power thus tends to rectify the trade and 
service balance in two ways: initially, through its primary and secondary 
effects on total demand for foreign goods in each country, secondly, 
through differential price and cost effects, the result of changed sec- 
tional demand and supply conditions.^^ 

This analysis is not so far from the classical gold-flow terms of trade analysis as its 
leading protagonists seem to assert. 

It is true, as is so often said, that relative price changes and gold movements, which 
are absolutely essential to the classical analysis, are now proved to be unessential. The 
terms of trade may, indeed, turn either wayj at most their role is to facilitate the ad- 
justment. See Ohlin, “The Reparations Problem,” IndeXy April, 1928, p. ii, and fassim. 
This alteration in the theory represents an important contribution. One scans the writ- 
ings of Keynes or Taussig absolutely in vain for the slightest recognition that the shift 
of purchasing power directly influences demand curves, entirely apart from the iatters’ 
response to price movements. 

Yet the major stress in the “modern” treatment is on the shift of factors of produc- 
tion within the countries as a result of differential movements of sectional domestic de- 
mands. See Iversen, Asfects of the Theory of International Cafital Movements^ pp. 461- 
63, 477-78, and chaps, vii and xii, fassim; Ohlin, Interregional and International Trade^ 
pp. 409 ff., esp. 409-10, 431. Ohlin claims that this shift of productive factors “is partly, 
but partly only, the consequence of this change in ‘sectional price levels.’ ” “The Reparation 
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The theoretical tendencies discussed above deserve far more qualifica- 
tion and elucidation than is possible here. The major qualifications cen- 
ter about the inevitable time lags in their operation and the many other 
factors which operate upon the balance of payments at any moment 
and may abet, hinder, or entirely thwart their operation. The effects of 
the initial purchasing power shifts upon the total disposition to spend, 
upon prices, upon costs, and upon the allocations of productive factors 
are slow and uncertain.-^ Moreover, a purchasing power flow, once 
started, may take many and devious routes before it returns to restore 
equilibrium, if it does return at all. The decrease of B’s buying power 
may be transmitted indirectly and in minor degree to A. A’s increased 
imports may come from E and F, and only after a great lag may some of 

Problem: a Discussion,” Econ, Jour.^ XXXIX (1929), 1755 see pp. 174-76. The mere 
increase of demand for home market goods in A, and the decline in B is supposed to cause 
it. Interregional and International Trade, pp. 409, 420. 

If the factors are actually to be shifted from one line to another, there must be rela- 
tively full employment. Under these conditions, how such a shift may be induced other 
than by changes in sectional prices and hence in relative rates of remuneration is not 
clear. The only possible line of reasoning under such conditions must be based upon 
the greater profitability of domestic industry in A, of export and import-competing in- 
dustry in B, because of the purchasing-power shift — which under full employment can 
mean only differential price changes. 

And once the shift of productive factors has occurred, it is difficult to see how it can 
operate except again through prices. The shift of labor in A from export to domestic 
industries means a rise in costs, in supply prices in A’s export industries. And conversely 
in B : the shift of productive factors from the depressed domestic goods industries to ex- 
port industries has not the slightest importance except as it means that costs, supply prices, 
have fallen in B. The “releasing of more goods for export” in B and “decreasing supply 
of factors available for production of export goods” in A mean nothing if not that B’s 
export prices tend to fall and A’s to rise. 

Therefore, the secondary adjustment of balances of payments due to the differential 
incidence of the purchasing power shift as between various industries, the process which 
plays so large a role in modern theories, is entirely an adjustment through prices, through 
terms of trade. It is difficult, therefore, to join the chorus which proclaims that such 
an important contributing factor as the change in relative prices (trade terms) is negli- 
gible and subsidiary. See Haberler, T/ie Theory of International Trade^ pp. 73-765 
Elliott, “Transfer of Means-of-Payment and the Terms of International Trade,” Canadian 
Journal of Economics and Political Science, II (1936), 481-925 Pigou, “The Effect 
of Reparations on the Ratio of International Exchange,” Econ. Jour,, XLII (1932), 
532-43 5 Iversen, Jsfects of the Theory of International Capital Movements, pp* 510-125 
Viner, Studies m Theory, pp. 327 ff., esp. p. 360. 

23 See Angell, The Theory of International Prices, p. 4165 Iversen, Asfects of the Theory 
of International Capital Movements, p. 486; White, “Haberler’s Der Internationale Ean~ 
del; Ohlin’s Interregional and International Trade, Quarterly Journal of Economics 
(hereinafter QJ.E.), XLVIII (1934), 734. 
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the increment reach B. In all countries, decrease or increase of income 
will probably first affect domestic industry, making international read- 
justments more devious and more feeble at each turn. It is impossible 
to say a priori how or along what routes, precisely, the adjustment will 
work out, or if it will work out at all. History seems to show that the 
balance works in some such way as we have indicated during more or 
less normal periods. That impression is, however, due partly to the fact 
that in this, as in other economic analyses, we tend to designate as 
“normal” only those periods when the autonomous factors of adjustment 
in the economic system are successful. 

In any case, so long as maladjustment persists, it will beget forces 
which tend to restore equilibrium. Those forces may not be strong 
enough: wars, tariffs, cyclical disequilibria, or even heightened secular 
changes may create maladjustments which the autonomous restorative 
forces of the balance of payments may be incapable of correcting. Indeed, 
history is full of instances in which disequilibrating repercussions, grow- 
ing in strength, put an end to an entire “normal” institutional economic 
framework and led to the improvisation of other institutions as a matter 
of sheer self-defense. An enduring equality of inpayments and out- 
payments may be restored automatically ^ it may be restored if appro- 
priate policies are pursued, policies which may be more or less feasible, 
depending upon circumstances. It may be unrestorable short of heroic 
measures: abandonment of free trade or of the gold standard 3 it may 
even be unrestorable short of complete breakdown. The preponderance 
of forces will be determined only by the particular circumstances in each 
case.^^ 

The previous discussion suggests that any number of concomitant 
circumstances may affect ease or probability of adjustment: the relative 
elasticity of demand between the countries involved and between each 
country and the world (a world demand for B’s products which does not 
respond either to world income changes or to price changes in B, although 
not likely, might conceivably prevent adjustment) 3 the extent to which 
the increased or decreased funds are spent or taken from expenditures 
upon domestic, export, or import goods in the countries initially con- 
cerned3 the extent to which other countries share indirectly in the in- 
come increment or decrement and the way in which their spending 

This realistic attitude is a most important asset of Aftalion’s UEqmUbre dans les 
relations Sconomiques internatioitales ^ see especially p, 169 footnote and pp. ^4.7-$ S' 
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changes as a result, the stage of the business cycle at which transfers are 
made 5 labor union policies — each is an influential and perhaps an inhibit- 
ing factor. 

Deliberate decision of policy, above all, may thwart the process of 
adjustment. Independent credit policies may keep the buying power 
shifts from taking effect. The difficulties of successful re-equilibration are 
magnified if the field of international transactions is narrowed or hedged 
about by increasing restrictions.-^ In a neo-mercantilist world, such as 
has been evolving, in which sales and employment are preferred to the 
acquisition of goods and where frequently goods are given away for noth- 
ing or for useless gold, in order to keep people employed, the realm of 
possible autonomous adjustments narrows daily. Nor is this simply a 
matter of human stupidity^ sales and employment are important in the 
present economic “order,’’ and even free goods may not be worth the 
difficult problems of adjustment which they entail in an increasingly 
stratified economic system. 

^®The existence of tariffs may not have any very harmful effect upon the ease of ad- 
justment, as long as a sufficient volume of international trade remains, as long as trade 
relations have become adjusted to the tariff, and as long as there are still marginal 
buyers, sellers, and lenders who will be affected by the changes which balance-of-pay- 
ments disequilibria induce. Progressive rises of tariffs must, however, make adjustments 
increasingly difficult. Haberler, T/te Theory of International Trade^ pp. 79-80, 



III. THE NEED FOR AN ORGANIC THEORY 


T he accepted theory of international equilibrium tells us little 
about the real outcome of the process which it purports to ex- 
plain. Tacitly or explicitlyj the “gold standard/’ for example, 
has usually been held to have achieved its purpose as long as currency 
stability was maintained. But currency stability is not an end in itself. 
Surely the only proper criterion of success is the real counterpart of the 
equilibrium outcome, the actual level of international economic activity 
and world income. Yet these are scarcely considered in the theory, a fail- 
ure which is possibly attributable to the common assumption of a state 
of full employment. 

Currency stability, it is true, sets the stage for a maximization of real 
income by making possible an optimum amount of international special- 
ization and exchange. But the two are not inevitably associated. Cur- 
rency instability is usually associated with a decline in international trade 
and lending, with defaults and unemployment — but not necessarily. Just 
as the deceptive and inevitable automatic “balance” of debits and credits 
in the balance of payments tells us nothing about the stability of the situ- 
ation, so do stable exchange rates and the balancing out of gold and short- 
term capital flows tell us little about the level of economic activity behind 
the fagade of adjustment. 

One may scarcely conclude that a system is “working” if exchange 
stability is maintained in the face of, perhaps even at the cost of, default, 
increasing trade and exchange controls, decline in international trade 
and investment or uneconomic alteration of their settled channels and 
directions. The gold standard is generally held to have “worked” in the 
decades before 19145 yet there were long, arid periods in those decades 
when trade was stagnant, when debtors could not obtain needed funds, 
whereas creditors had an excess, and resources were unemployed for want 
of markets. The fact that an equilibrium may be maintained, according 
to certain inadequate criteria, must not be permitted to hide the fact that 
the underlying situation may be one of stagnation. 

Moreover, the theory does not prove that there will be adjustment to 
disturbances. It proves only that if equilibrium is disturbed, various 
factors tending to restore it will be set in motion. The theory cannot prom- 
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ise that these forces will be successful or prophesy what drastic moves 
will have to be made before success can be attained. It can only assert that 
if these forces do not succeed, they will continue to operate. The proof, 
if the argument may be dignified by that name, is entirely negative. 

Beyond the truism that in the long run no country can buy, give, or 
lend on long term more than it sells, receives, or borrows on long term, 
nothing is certain. This inevitable equation of a country's accounts is main- 
tained by fluctuations in its real buying power, its command over world 
goods, services, and claims to wealth. Such fluctuations may entail changes 
in money incomes or in what money will buy. The latter may come about 
through the terms of international exchange, through fluctuations, either 
of price levels or of the relative exchange valuations of currencies. The 
former may come about through changes in income rates (e.g., wage 
rates), or in total employment. The attainment of equilibrium may 
therefore involve, or at least need not avoid, currency instability, default, 
and depression, even though equilibrating factors tend to bring adjust- 
ment without these ills. Whether the inevitable equation will involve 
simple monetary adjustments or severe fluctuations in the levels of eco- 
nomic activity cannot be determined a priori. 

New net international lending must, it is asserted, take the form of a 
flow of goods and services. By transferring the money from B to A, so 
the argument runs, the nationals of B, who are saving, are transferring 
some of their current claims over the world’s physical output to nationals 
of A, whose savings are inadequate to meet their investment require- 
ments for goods. As a result, more of the world’s goods will inevitably 
go to A and less to B, on balance, by precisely that amount d 

Although this is the essential character of capital flows, the transfer is 
initially a transfer of money. There is no assurance that in fact the total 
volume of B’s voluntary national money saving is equal to the total of 
its domestic and foreign money investment, or that A’s borrowing added 
to its voluntary saving equals its total investment. If B’s nationals are 
actually saving, voluntarily, less or more than the total of domestic and 
foreign money investment, they will automatically be renouncing fewer 
or more claims to the available excess of goods than they are transferring 
to other countries. The immediate results of these discrepancies will be 
either a reduction or an increase of B’s net foreign short-term assets. It 
may, then, be said that B is in the first case not really lending as much 
as the new foreign loans, because it is “borrowing” on short term in order 
^ See, for example, Hobson, The Exfort of CafUal^ p. xi. 
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to maintain consumption^ while still lending on long term.^ Or, in the 
second case, that B is actually lending more to foreign countries than 
the new loans, because it is “lending” on short term the additional buying 
power which it does not choose to exercise. This easy answer does not, 
however, eliminate the disequilibrium and the inherent instability of 
the situation. On the contrary, it proves that equilibration of the balance 
of payments to an isolated purchase of foreign securities is by no means 
automatic. 

But if there is disequilibrium, there are forces at work tending to ad- 
just it — ^to deflate incomes and raise interest rates in B in the first case 
and to inflate incomes and lower interest rates in the second case, thus 
effecting a change in either its net current purchases or its foreign lending 
or in both. Thus, we revert to the negative indirect proof described 
above. Capital movements do not directly cause movements of goods 5 
they merely set up disturbances which tend in that direction and persist 
as long as the maladjustments persist,^ 

Precisely the same argument may be applied to a disequilibrium that 
appears in an excessively weak or strong trade balance. Any attempt to 
decrease imports, it is argued, can only to an equivalent extent decrease 
exports (or other net inpayments).^ A country may permit its market 

^ ^‘The answer to this is, of course, that in this case no net export of British capital 
has taken place. That the practice of lending" long and borrowing short’ may entail 
grave dangers, is another story.” Iversen, Asfects of the Theory of International Capital 
Movements^ p. 91W. 

From the point of view of maintenance of equilibrium it is by no means ‘‘another 
story.” Nor is it, indeed, from the viewpoint of Iversen, who is at this point discussing 
the advisability of a country’s stipulating that foreign borrowers spend their loan pro- 
ceeds for goods of the lender in order to forestall balance-of-payments weakness. Else- 
where Iversen again assumes away the problem of equilibrium in the same way (p. 91). 
And Marco Fanno’s similar generalizations, Normal and. Abnormal International Capital 
Transfer, pp. 19-21, 40, are based upon a definition of “normal” transfers which in- 
volves equivalent voluntary saving by nationals of B. 

® Hence the conclusion that there is neither reason nor need for a lending country to 
stipulate that the borrower expend the proceeds in that country (because [i] capital 
must be transferred in goods in any case, and [2] if a country’s goods cannot compete 
in world markets it will be unable to export capital in the first place) ignores the diffi- 
culties and maladjustments of the transition. It assumes a direct immediate causal relation 
from loans to goods, or goods to loans. For a flagrant example, see Cassel, “The Inter- 
national Movements of Capital,” Foreign Investments, p. 39. 

^ The converse proposition, concerning removal of import restrictions in order to elimi- 
nate an excessively strong trade balance, is less often heard, because such action is 
always considered a boon. Ray Hall has, however, applied the argument to the case 
of the American tariff, the American position of the 1920’s being commonly considered 
excessively strong for so important a creditor: “The feeling is prevalent . . . that Amer- 
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to be flooded with foreign goods in a period of temporary world stress. 
Since it cannot buy more than it sells, any such increased purchases must 
either increase sales as well or cut down the volume of purchases to an 
equilibrium level. 

However, the adjustments are not definite and automatic, but devious, 
and there may occur in the interim any degree of instability or break- 
down, and of any duration. Thus, the nature of the transition during 
which the factors of equilibration operate, with only the assurance that 
they will continue to operate as long as they are not successful, must be 
accorded theoretical significancej its pains and pleasures must be weighed 
in the balance. It cannot merely be assumed that it is of zero duration 
for theoretical purposes, nor can a negative theory prove its negligibility. 
Surely the country concerned will be greatly interested in whether the 
relative deflation of its purchasing power, which is required to equate 
exports and imports, will involve absolute deflation as well, whether its 
displaced productive factors will shift easily to other lines, whether, in 
short, the transition will be easy and brief or troublesome and long. 
Hence, there may be justification for a policy of attempting to ease what- 
ever pains occur: for a tariff to relieve the balance-of-payments pressure 

ica’s trade balance is a lumpy, insoluble thing which has so tipped the scales of Americans 
international payments as to deprive most of the outside world of gold badly needed 
there. . . . [But] Fluctuations of gold movements have shown scarcely any relation- 
ship to America’s trade-balance fluctuations, in the post-%var years. There is strong evi- 
dence that fluctuations of international lending, not of trade balances, have principally 
determined America’s gold movements. America’s trade balances — far from being lumpy 
or insoluble, capable of being balanced only by gold imports — seem also to have been 
principally determined by fluctuations in international lending.” International Trans^ 
actions of the United States^ p. 105. 

The answer to this highly sophisticated yet excessively simple argument is not difficult. 
The fact that in the 1920’s changes in America’s capital flows appear to have been 
the marginal causal factor influencing gold movements in no sense alters the possibility 
that a persistently strong trade balance may have continually tended to cause gold inflows. 
The argument that changes in capital flows seem to have induced changes in trade 
balances simply ignores the contention that there was a lasting, enduring, more funda- 
mental disequilibrium. 

In point of fact, America did gain gold in these years, a process retarded only by highly 
uncertain and fluctuating foreign lending 5 her position was too strong from the point 
view of other countries 5 her trade balance was not so elastic as to remove this underlying 
strength. 

It is extreme short-sightedness to conclude from the fact that the trade balance has 
not changed, except in the face of changed capital movements, that therefore it need 
not change^ — ^by arguing, simply, tliat if it needed to change it would change. Such an 
argument assumes the existence of equilibrium once before starting and again before 
^losing and attempts thereby to prove that disequilibrium popld not exist. 
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and to prevent unemployment during the transition when productive 
factors are displaced by imports. 

Nor, if the adjusting forces are successful, is there any assurance as 
to the nature of the outcome. A drastic increase in purchases may finally 
be adjusted by an increase in the amount of sales. It may, on the contrary, 
result in a deflation of buying power acute enough to reduce purchases not 
only to the previous lower level, but even for a time below that level, 
until the short-term debt position, altered by the temporary buying spurt, 
is restored to normal. In such an extreme case the trials of transition, on 
the one hand, and the temporary saving by reduced import prices, on 
the other, may be the only pains and pleasures to be weighed. 

The outcome thus likewise depends upon ^^outside” factors, that is, 
factors outside the scope of traditional theory. If the world economy is 
expanding, adjustment may involve expansion of exports rather than 
limitation of imports — a slower inflation or expansion rather than abso- 
lute deflation and contraction. The adjustment of productive factors 
may involve simply more rapid growth of some industries than of others, 
not the absolute decline of any. Adjustment will be difficult and will in- 
volve deflation of money and real incomes in proportion to the amount of 
specialization in the particular lines affected in the country injured by 
increased foreign competition^ the shift will be smooth and the income 
loss small if the injured country has a great variety of alternatives (be- 
cause of its adaptability or varied resources) . The height of tariff barriers 
will be another determinant 3 the stage of the business cycle, still another. 
It cannot be assumed that the adjustability of long-term capital balances 
to interest rates, of trade balances to small price changes, the flexibility of 
money costs is the same in all places and at all times. These factors will 
help to determine both the ease of adjustment and the type of adjust- 
ment. Propitious circumstances will make not only for easy adjustment 
but also for an equilibrium in which the optimum levels and channels of 
international activity are least disturbed. The dividing line between transi- 
tion and the outcome of the process of equilibration, usually sharply dis- 
tinguished, is fast becoming vague. One additional consideration is 
enough to eradicate it entirely. 

The transition must be accorded theoretical status not only because it 
may be long enough to deserve weighing in the balance but also because 
actually the process of transition is perpetual. The world economy is 
constantly in a state of flux, and balances of payments are constantly being 
adjusted and being disturbed. How^ then^ can one distinguish between a 
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temporary ^^transition^^ and ^^normal equilibrium’’? It seems impossible 
to avoid the conclusion that actually they are the same thing. The active 
and passive factors which produce this perpetual process of change, make 
it easy or difficult and determine the actual nature of the more or less 
constant equilibrium become, then, an inherent part of the theory of 
equilibrium. Yet in the generally accepted theory they are the ceteris 
faribus. That is why this theory offers no explanation whatever of the 
cyclical ebb and flow of international economic activity which constitutes 
the major continuous problem of equilibration and within which and in 
accordance with which the processes of disturbance and adjustment 
operate. 

It may be suggested that such a theory, which subsumes these factors 
under the head of cetera^ ^^other things,” is inadequate, not merely as a 
basis of historical and current analysis but as pure theory as well. One can- 
not quarrel with a method which explicitly sets aside the consideration of 
truly extraneous and passive factors or takes for granted a certain type 
of conditioning institutional framework, while recognizing that changes 
in that framework may well vitiate the functioning organism under con- 
sideration. But a theory which omits the dynamic determinants, factors 
which do not merely impede or facilitate any extraneous adjustments, 
but are part of the continuous process of equilibration itself, does not 
fully explain that process. 

Not only does such a theory afford no basis for knowing when the 
mechanism will operate as expected and when it will not. Even in those 
concrete situations in which balances of payments have actually seemed 
to function according to prescription, the theory seems quite inadequate. 
It almost invariably abstracts single causal sequences when in fact ad- 
justment was the cumulation of a host of dynamic cyclical and secular 
factors operating interdependently to determine the process and its out- 
come. In instances in which these forces contributed actively to an easy 
settlement, the theory is confounded by that ease of adjustment 3 indeed, 
the ^^adjustment” often appears to have preceded the “disturbance,” be- 
cause the outcome did not emerge from a single causal sequence operating 
in a single direction over a period of time, but grew, rather, out of an 
organic complex of economic changes. 

The division between outside institutional framework and the func- 
tioning organism is not clear-cut. The framework is itself part of the 
organism, and its changes, rapid or slow, are part of the evolutionary 
process. The functioning international economic mechanism known as 
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the “gold standard,” for example, was something more than an abstract 
set of rules. It was a product of those secular forces which made England 
the world’s leading manufacturing country and the world’s undisputed 
financial center and made for the rise of her competitors and the develop- 
ment of backward areas and conditioned the complementary economic 
intercourse between these countries. These forces created a certain kind 
of international order, and the formal redeemability of currencies in gold 
was but a single symbol and a single instrument of that order. The 
standard of 1925 to 1931 may have been called by the same name as the 
earlier standard, but it was actually in many ways fundamentally altered 
by that same complex of forces which was producing great new inter- 
national disequilibria and changing the methods of adjustment. Even 
the passive outside institutional framework has changed and c6ntinues to 
change with great rapidity j these changes have greatly affected the op- 
eration of the whole. 

Even less can the theory afford to ignore omnipresent and active 
cyclical influences. These dominate the patterns of demand and supply 
dispositions, interest rates, national incomes, marginal efficiencies of 
capital, saving and spending and investing dispositions, which in turn 
condition the shifting commodity and capital flows, in an endless process 
of disequilibration and re-equilibration of the world’s balances of pay- 
ments. The balances fluctuate in cyclical patterns, not as a result of ran- 
dom single causes which operate in simple straight-line sequences of 
change. The changes in balances of payments, like the myriad day-to-day 
transactions which constitute them, represent an Inextricable blend in a 
moving pattern of independent and interdependent factors as broad and 
complex, in origin and operation, as the pattern of the world economy 
Itself. This is not obfuscation, but the basis of understanding. 

On the basis of these criticisms and because the theoretical scheme is 
inadequate for any analysis of concrete situations, the need for an “or- 
ganic” theory of international equilibrium is suggested. The sole fruitful 
analysis of the balance of payments must be in terms of actual cyclical 
and secular process, of actual complex patterns of cause and effect in 
mutual interplay and in continual transition, constantly disrupting and 
readjusting in a real world. Only thus can we understand the process 
of equilibration and the kind of equilibrium actually existent. Whether 
the complex of activity seems to operate so as to vindicate the simple 
theory, or overrides the influence of the abstracted set of tendencies, in 
either case the distilled and purified one-way causal explanation is in- 
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adequate, for it is the whole pattern of determinants which is operative. 

It is the belief of the author that such a theory can be formulated on 
a priori grounds. But it must be only part of a broader general theory of 
business cycles and of economic development, a task clearly beyond 
the scope of the present study. It is hoped that our analysis of the changes 
in the British international economic position after 1914 will indicate the 
lines of analysis which are believed to be fruitful. This work is offered, 
in part, as a sort of case study of an organic theory. It is not, however, 
a clear case, and the following brief comments on two other very familiar 
historical examples are offered as a more concrete embodiment of the 
suggested lines of approach. 

Case Studies: Canada, 1900--1913, and German Reparations 

A great part of the literature on international equilibrium theory 
has centered about two cases; the great Canadian borrowings, from 1900 
to 1913, and German reparations. The attractiveness of the first, the 
subject of a classic study by Professor Viner, lies probably in the nicety 
of the example, the relative absence of disturbing factors, and the ease 
of transfer. The second was a burning political issue, and economists were 
turned to as authorities, to control, predict, and advise. The first was an 
excellent example of the ^^pure” working of the international balance 
under the ^hiormal” conditions of the old world gold standard. The sec- 
ond was a muddle 5 the literature is inconclusive, and conflicting points 
of view find in it corroboration in one way or another for their own 
predilections. Times were askew 5 the old world norm was disintegrat- 
ing. The following general comments represent an attempt to elucidate 
the type of ^^organic’^ theory of international equilibrium which, it is 
believed, best explains these diverse experiences. 

Professor Viner’s explanation of the extremely rapid and easy adjust- 
ment of the Canadian balance of payments to the huge inflow of capital 
in the period 1900-1913 is a familiar one.^ In general, his study is held 
to provide inductive verification of the theoretical schema presented in 
Chapter II, above. 

Robert Carr took exception to Vineris interpretation. Viner, he argued, 
accepts the capital movements as prime and original cause, almost as if 
they originated outside the economic process. This assumption did not 

® Camia^s Balance ^ see also the elaboration by Angell, The Theory of International 
Prices^ pp. 505-10. 
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seem to Carr to square with the fact that the relative rise of Canadian 
prices preceded both the capital inflow and increased demand deposits. He 
suggested therefore that the dominating element was not foreign capital 
inflow, but the enormous ^^change and industrial growth” within Canada j 
the great rise of internal demand for labor and materials induced a cost 
and price rise, which caused Canada to borrow abroad ^hn order to pur- 
chase the greater volume of foreign commodities demanded and to facili- 
tate increased business activity at home at the higher price levels.” ® 

There are weak points in CarFs argument. First of all, in most cases 
Canadians do not seem to have borrowed specifically in order to purchase 
foreign goods. Nor does there seem to be much validity in his stress 
upon the time sequence of changes in the variables. The fact that di- 
vergence of Canadian from world prices was greatest at the end of the 
period need not prove, as he alleges, that this divergence could not have 
caused the adjustment of the trade balance. Nor need the fact that price 
movements in many cases led those of capital and gold prove that the 
former were the causes, the latter the effects.'^ CarFs error is basically 
the same as Viner’s — the attempt to draw a single line of causation, over- 
looking, except initially, the basic conditioning factors behind all the 
changes and overlooking, too, the complete interdependence and mutual 
interplay of the various series. 

Certainly the fundamental factor, as Carr points out, must have been 
the high prospective marginal efficiency of capital in Canada after 1900. 
The increased demand for credit, operating against a slender domestic 
savings base and limited bank reserves, soon entailed a profit and then 
some price inflation. Foreign capital must have been attracted almost 
from the firsts Canada normally relied upon foreign savings, and little 
or no additional formal interest rate differential was required to start 
British capital flowing. The great increase of investment engendered 
much business activity, rising prices, and an increasingly adverse trade 
balance — ^the latter for two reasons, the growing price differential and 
the faster rise of domestic income and industrial demands. On the mone- 
tary side, increases of velocity of deposit turnover may have accounted 
for the fact that price rises preceded those of bank deposits. Whether 
the expansion of the latter preceded or succeeded the capital inflows 

Role o£ Price in the International Trade Mechanism^ XLV (1931), 

71 S$ see 710—19. 

^ See the criticisms of White, Th& French International Accounts^ pp. ts-xs. 
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and the increase of reserves is a matter of indifference^ the two had to 
go together. Without continuous growth of capital imports, domestic 
expansion would have stopped much sooner. 

Again, whether the adverse trade balance preceded or succeeded the 
capital imports is also a matter of indifference. The two were inseparable. 
Although certainly the former could not have persisted without the lat- 
ter and was undoubtedly increased by it, both were the result in addition 
of the more basic determinants. This was precisely the reason why the 
enormous transfer succeeded: the flows of both capital and goods were 
the product of antecedent circumstances tending to that end. Changing 
cyclical conditions involved simultaneous and interrelated changes in in- 
comes, prices, interest rates, investment, international lending, and the 
trade balances. Because the capital flows fitted in as a necessary part of 
the process of differential rates of world growth and expansion, their 
^hransfer” occasioned little pressure or distress. 

And the whole was effected in an international pattern which was 
propitious for related reasons. The expansion of newer areas and the 
growth of investment therein called forth simultaneous flows of money 
and real capital from the world^s creditors. Equipment was needed for 
construction, and consumer goods to satisfy the rising money incomes 
in regions where investment was outstripping real voluntary saving, and 
only foreign capital (i.e., a surplus of foreign goods over what these areas 
could command by current sales) could feed such expansion. This growth 
thus imparted a leaven to the entire world economy, and all areas, new 
and old, shared in the expansion. Transfers were easily effected by rela- 
tively greater inflation in the receiving countries rather than by abso- 
lute deflation of prices and incomes in the lending countries. It is ex- 
tremely instructive, in this regard, that it was Canada’s imports which 
corresponded most closely to the capital inflow, the capital being trans- 
ferred by increased sales to Canada rather than by decreased purchases 
by the lenders. There is no presumption in the accepted theory that this 
should be the case. The extraordinary ease of international adjustments 
to the rapid changes of the years 1900-19 13 was the result of a complex 
of interdependent dynamic world-wide cyclical and secular conditions 
rather than of the simple balance-of-payments adjustment to a capital 
flow induced by autonomous external factors. 

Contrast with this the muddle of reparations! Reparations were a lost 
atom, buffeted about by forces much more powerful than any which they 
alone might have set in motion. Their history may be said to illustrate 
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both the possibility and the impossibility of transfer. It shows how elastic 
is the international transfer mechanism and how futile such adjustability 
is in the face of greater and more powerful economic forces, to say noth- 
ing of political choice and determination. 

Reparations differed inherently from the Canadian borrowings. They 
were an arbitrary political imposition, which happened to conflict com- 
pletely with the usual economic determinants which move capital and 
goods from regions where they are plentiful to those where they are 
scarce. Whereas on the one hand the task was already half done in Canada 
because the underlying economic situation called for borrowing and pre- 
pared the adjustment, in the case of reparations the underlying situa- 
tion called for just the opposite movement.^ 

In the inflation period reparations were among the factors which 
broke the mark. But there were so many other contributing factors that 
here obviously no fair test was provided of German ability to pay. The 
same was true in the years 1924 to 1928, following stabilization, when 
the balance of payments was dominated, not by reparations outpayments, 
but by a far greater influx of long- and short-term capital. By making 
possible a rapid recovery of the German economy, the foreign capital 
not only rendered unnecessary any absolute reduction of consumption 
to finance domestic investment and reparations but actually permitted 
a great rise in consumption, directly and through government public 
works and social services.^ And it provided more than enough foreign 
exchange for reparations, immediately, without the slightest pressure 
on the mark or deflationary consequences in Germany.^^ Again, from 
1929 to 1932 reparation payments were completely overshadowed by 
outside factors: abrupt cessation of the capital flow, w^orld depression, 
and capital flight. While the real burden of reparations was greatly ag- 
gravated by world deflation, by far the greatest burdens upon the bal- 
ance of payments were the shrinking of foreign markets, and capital 
withdrawals. 

The adjustment of German trade to the abrupt reversal of capital 
flows was striking. From a passive balance of 3% billion marks in 1927, 
s^e developed export surpluses of almost one billion in 1930 and almost 

® KeyneSj A Treatise on Money ^ I, 33S5 Robertson, ‘^The Transfer Problem,’^ Economic 
Essays and Addresses^ pp. 178—79, 

® Joseph A. Schumpeter, Business Cycles, New York, McGraw Hill, 1939, II, 717-23. 

See J. W. Angell, The Recovery of Germany, New Haven, Yale University, 1929, 
pp. 3 2 8-3 3 j Haberler, The Theory of International Trade, p. loyj Ohlin, “The Repa- 
rations Problem,” Index, March, 1928, pp. s-'is, fasslm. 
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2% billions in 1931, exclusive of reparations in kind. Here is an excel- 
lent case for the theory of automatic adjustments. Even here, however, 
other factors were responsible besides the purchasing power effects of 
slackening capital imports from 1928 on. The gradual reconstruction of 
German industry and the regaining of foreign markets produced a re- 
markable continuous recovery of exports from 1924 to 1929 and ac- 
counted for a decline in the passive trade balance from 3.5 to 1.9 billion 
marks between 1927 and 1928, while capital and commodity imports 
remained roughly constant. This recovery must have contributed to the 
continued decline of the trade balance after 1928. Other contributory 
factors were either temporary or more or less extraneous: heavy export 
dumping, exhaustion of existent stocks of food and raw materials, and a 
temporary windfall of a greater drop in import than export prices. 

Eqiiilibrium was, however, never attained; adjustments were inevitably 
insufficient. In 1931 Germany lost 1,050 million marks of gold, and 
German banking assets held abroad were depleted by about 2,100 mil- 
lions.^’- The huge commodity export surplus could not be maintained in 
a disintegrating world economy. The depression, currency depreciations, 
and the spread of foreign trade restrictions reduced German sales, and 
struck most directly at such active bilateral trade balances as she was at- 
tempting to maintain and increase.’^ The active trade balance dwindled 
after 1931, and Germany defaulted on most of her obligations.’® Neither 
the experience of 1929-31 nor that of 1931-33 proves or disproves her 
ability to pay under any circumstances. They indicate only the remarkable 
adjustability of the balance of payments, on the one hand, and the im- 
possibility of maintaining equilibrium, as defined, when “outside” cir- 
cumstances were adverse. 

Even if the adjustment of the export trade balance after 1929 had 
been adequate, as it was not, it is difficult to believe that any people 
could have continued to believe such adjustments worth the cost. In a 
period of falling prices, the real burden of reparations became increas- 
ingly hea-vy. Since funds received abroad were held idle or used to repay 
debts, the German payments failed almost entirely to increase actual 
buying by the recipient countries. As a restilt, in contrast with capital flows 

Statistics from League of Nations, Balances of Payments', see also Aftalion, UEquiUbre 
dans les relations economiques intermUonaleSy p. 292. 

See below, p. 251, 

In connection with most of the above see Bank for International Settlements (herein- 
after BJ.S*) , Special Advisory Committee, Refort (Gr. Brit., Cmd. 3995, 1932)^ pp. 4-5 5 
Aftalion, VEqmlihre dans les relations economiques internationales, pp. 297-300. 
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in periods of expansion, the onus of adjustment was now entirely on 
the payerd^ Transfer of continued payments coxild be accomplished only 
by a greater deflation in Germany than in the rest of the world. The in- 
tensity of the resulting German deflation and import controls is mirrored 
in the cutting of imports by 1932 to 35 percent of their 1929 level. The 
costs were unemployment, heavy wage cuts, high taxes, reduced indus- 
trial activity, and a heavy fall in consumption. Belt tightening, postponed 
until then by heavy capital inflows, was now intensified by world de- 
pression and a gigantic capital outflow. It was early evident that a violent 
political struggle might be precipitated by a continued attempt to exact 
payment, under these circumstances. So, by 1932 it was perfectly clear 
that reparations, as well as other foreign claims upon Germany, were at 
least temporarily doomed. Their transfer became actually impossible, 
because normal channels of international banking were clogged by dis- 
trust, flights of capital, and currency instability — and because, under these 
circumstances, no people would have been willing to pay the price of 
meeting their obligations. 

Payment of German reparations was never physically impossible. The 
abundant energy and capacity for belt-tightening and for vigorous eco- 
nomic reorganization and rehabilitation which Germany has demon- 
strated since 1933 to make possible an orgy of unproductive investment 
might easily have made reparations transfer possible if directed to that 
end instead. In any event, in view of the enormous obstacles to autono- 
mous adjustment, the result would have had to be such a complete re- 
orientation of the German economy as has actually occurred. And the 
new ^^equilibrium” would have been as shockingly different from that 
conceived by the traditional theory as is the ^^equilibrium” which Germany 
did actually attain. 

Canada’s borrowings in the years 1900-1913 were made in a pros- 
perous, expanding world, in an environment of expanding prices, trade, 
production, and population, with a relatively small burden of inter- 
national debt, and a relatively unhampered and flexible mechanism of 
adjustment, external and Internal. Reparations were imposed upon a 
world disrupted by war, going through serious depressions separated 
by a prosperity of falling prices, in an economic system increasingly in- 

Kmdleberger, International Short-Term Cafkal Movements ^ pp. 164—65. 

See Gideonse, ‘^‘^Comment on Reparation Payments,” Amer. Econ. Rev., XX (1930), 
694 j Robertson, “World Finance,” Economic Essays and. Addresses, p. 204; Keynes, 
“Tlie German Transfer Problem,” Econ. Jour., XXXIX (1929), yj B.I.S., Special Ad- 
visory Committee, Report, p. 7. 
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flexible, hampered and limited by economic nationalism and burdened 
by heavy fixed international obligations. The theory of international 
equilibrium, which in itself offers no explanation of these widely di- 
vergent experiences, is clearly meaningless without consideration of the 
world scene and the cyclical and secular forces which in reality condition 
and determine the forces whose operation it purports to describe. 

England also experienced during the period 1919 to 1939 a read- 
justment to a condition of disequilibrium of her balance of payments. 
At first she sought consciously to re-establish the old institutional frame- 
work and to leave the rest to the operation of more or less autonomous 
forces. But the world-wide changes had been too great, and her position 
was too precarious. Her final adjustment, partly under the impact of 
more or less autonomous forces, partly as the result of conscious policy, 
differed markedly from the old, although by no means as markedly as 
the German adjustment. There was no return to the pre-war ^^norm” 
either in institutional framework or in the nature of her balance of inter- 
national payments. 

It is this adjustment of the British economy, in its internal as well as 
external aspects, which is the theme of our study. 



Part Two 

Great Britain* s Position in a 
Changing World 




IV. BRITAIN’S PROBLEMS IN A 
CHANGING WORLD ECONOMY 


T he RADICAL CHANGES in Britain’s position in the world economy 
in the period 1919-39 resulted not merely from factors peculiar 
to Great Britain alone. They were to at least an equal extent at- 
tributable to the radical transformation of the world economy which 
has been in process since 1914. Before turning our attention specifically 
to Britain’s problems, it is necessary to investigate the broader, world- 
wide economic developments to which they have been inseparably related. 

The Changing Institutional Framework and Mechanism 
OF Adjustment 

The traditional economic system is disappearing — ^both its framework 
of a free competitive market and of governmental laissez faire and the 
flexible mechanism of autonomous price adjustments operating within 
that framework. Wars and technological, institutional, cyclical, and secu- 
lar changes have imposed upon this decreasingly flexible system enor- 
mous new maladjustments between supply and demand, in the allocation 
of labor and capital, in prices and costs, and between different industries 
and countries. The great discrepancies and fluctuations of prices, ex- 
change rates, and interest rates which have resulted in recent years are, 
paradoxically, an evidence of this inflexibility: they are symptoms of 
breakdown, of a snapping under cumulative pressure, rather than of ad- 
justment. They would not in fact have been so great or so violent had the 
processes of continuous adjustment been more successful. The result has 
been increased governmental and private controls to ease, obviate the 
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need for, or prevent the required adjustments, and these controls have 
in turn enhanced the rigidities which in large measure evoked them. Thus, 
re-equilibration, instead of occurring within the old institutional system, 
has been accomplished by deserting that system. 

There is reason to believe that even without World War I nations 
would have experienced a temporary easing off, if not a considerable 
cyclical reaction, after the rapid development of the decade preceding 
1914. The war left an additional legacy of unsettled problems, with its 
violent disruption of established internal and international economic 
relationships, its widespread destruction, and its creation of great new 
inflexible internal and international burdens of debt. As the solution to 
these problems, Great Britain sought from the start to restore ^^normalcy^’ 
by reconstructing the unified international order of 1913. True, she did 
not go all the way back, even in her own policy: various protective duties 
were imposed or renewed during the 1920’s^ the Bank of England 
^^played the game^^ of the gold standard hesitantly j and foreign invest- 
ment remained subject to sporadic unofficial controls. Nevertheless, in 
general Britain did more than her share. The interests of the great export 
trades and of the financial community, and the traditional popular asso- 
ciation of free trade with cheap food, successfully resisted protectionist 
onslaughts and the like. The pound was restored to pre-war parity, the 
budget balanced, and wartime controls were abandoned.^ The belief 
reigned that revival and readjustment would automatically be effected 
if only other countries would do the same. 

For a time it looked as if this effort would succeed. By the close of the 
first post-war decade there had occurred a remarkable world recovery, 
and a measure of order and stability appeared to have been attained.^ 
But at that very time the end was near. A posteriori we can see why the 
effort had to fail. Whether less human frailty would have made it a 
success, it is impossible to say. Great new strains remained not far be- 
neath the surface, and mere nominal reconstitution of the old framework 
could not easily eliminate them, even with the best of will. 

Among the most important disequilibrating factors during the period 
1919 to 1939 was a persistent tendency toward overproduction of certain 
staple primary commodities. The rapid development of the world^s 
primary producing areas in the decade before 1914, the stimulus of war, 
and the spread of large-scale mechanized farming, were the major factors 

^ Francis, Britain^ s Economic Strategy, pp. 15-54. 

^ Salter, World Trade and Its Future, pp. 30-'35. 
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on the supply side. Meanwhile^ a declining rate of population growth 
and a distinct tendency toward diminished per capita consumption of 
many primary foods slowed down the expansion of a demand whose 
inelasticity in the face of the considerable expansion of productive ca- 
pacity would in any case have threatened a serious price fall. Various 
governmental attempts to prevent this price decline by restricting output 
and by insulating home markets against foreign competition merely 
intensified the basic maladjustment by preventing the necessary reduc- 
tion of productive capacity and by imposing even greater strains on free 
world market prices.^^ 

Closely related to this weakness of primary prices was a change in the 
nature and total of international investment. In major part, international 
capital before 1914 went into the development of primary producing 
countries, which repaid their debts relatively easily by feeding the rapidly 
growing populations and industries of the world out of their expanding 
output. After the World War, however, a greatly increased proportion 
went into European reconstruction. It seems likely, in any case, that a 
long cycle of investment in primary producing countries was coming to 
an end by the late twenties. Thus, these countries were even before 1929 
under increasing pressure to meet their debt service. After 1928 the com- 
bination of an abrupt decline of new lending, which greatly increased this 
pressure, and a cyclical decline in world demand for their products caused 
a precipitous fall in prices, which, in turn, made the shrinkage of invest- 
ment even greater. Each decline thus reinforced the other in cumulative 
fashion. The situation of European debtors was little better, when the 
flow of new capital ceased. Far more than in the case of the major pre- 
war debtors, their products were directly competitive with those of their 
creditors, whose markets were thus less open to them. Besides, much 
of their borrowed funds had gone into ^finvestmenF’ not directly pro- 
ductive of a heightened ability to export, being used in repayment of old 
obligations (e.g., reparations), to accumulate gold and foreign-exchange 
reserves or for public works and armaments.^ 

It was largely this unstable situation of primary producers and the 
related disturbance of debtor-creditor relations which combined to make 

® See Ohlin, T/ie Course and Phases of the World Economic Depression (hereinafter The 
World Economic Depression) ^ pp. 19-23, 3S-54J also pp. 54-65, 99-104J Great Britain, 
Committee on Finance and Industry (hereinafter the MacM. Comm.), Report, pp. 60-63 5 
Royal Institute (of International Affairs), The Problem of International Investment, 
pp. 26-31. 

^ Royal Institute, op, ciu, pp. 13, 20, 
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the ensuing cyclical down turn so sharp and devastating in its long-run 
consequences. The result was monetary and financial collapse, involving 
a frenzied quest for liquidity, a scramble for gold, a panic of hoarding 
by debtor and creditor alike, an increase of trade and currency controls 
to maintain solvency and to avoid unemployment, and ever-deepening 
deflation — all these steps in a competitive race of mutual frustration and 
grinding depression which all were forced to join.^ Not only did inter- 
national trade and investment shrink as a result j the world economic pat- 
tern, reconstructed with such labor, was again completely shattered, 
apparently forever. This was not merely a severe depression but also 
the breaking up of an economic system.^ 

Even before 1929 the world had failed to attain the monetary stability 
of the pre-war gold standard. War and inflation had enduring effects 
upon people^s confidence in their own and foreign currencies and in their 
willingness to hold claims in other than the most liquid forms. The re- 
sult was the phenomenon of hot money, a huge volume of fluid capital, 
quick to move from one center to another at the slightest suspicion of 
the strength of any given currency. Hot money, the product of currency 
instability, itself made impossible enduring currency stability under a free 
economy j only confidence in a currency makes it in fact worthy of con- 
fidence. Other factors as well contributed to this greatly increased mobile 
fund of truly international short-term capital: the increased popularity 
of international stock exchange speculation and interest and exchange 
arbitrage, heavy national post-war income taxation, and the spread of 
the gold exchange standard."^ 

Hot money was dangerous, first, because its quick response to interest 
rate differentials prevented full adjustments of balances of payment. 
High interest rates in a country with a weak balance of payments attracted 
a huge volume of capital, which prevented gold flows and thus obviated 
temporarily the need for deflation of buying power. The precipitancy 
of the subsequent withdrawals made the necessary adjustments at that 
time quite impossible. In the interim price disequilibria were perpetu- 

® See Ohiinj Th& World Economic Defression, pp. 99—104; Morgan-Webb> The Rise 
and Fall of the Gold Standard y p. 119, chap. ix. 

^Salter, World Trade and Its Future^ pp. 35-62. 

See Jones, ^‘Tlie Gold Standard,” Econ. Jour,y XLIII (1933), 567-68; Einzig, ^^Some 
New Features of Gold Movements,” Econ. Jour.^ XL (1930), 56-60, and The Tragedy 
of the Foundy p. 46; W. A. Brown, The Int. Gold Stand.y II, 746—47, 768—70. The 
foreign exchange holdings of European central banks have been estimated at $250-1400 
million before the war, $900 million in 1924, and $2,500 at the end of 1928. Ibid.y 
pp. 747-48, also see chap, xx, fassim. 
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ated.® The widespread introduction of the gold exchange standard con- 
tributed to this substitution of temporary for enduring re-equilibration. 
Changes in the gold country’s balance of payments vis-a-vis the gold 
exchange countries resulted, not in gold flows, with consequent effects 
upon its credit policy, but merely in a net rise or fall in its total short- 
term foreign liabilities at the expense of, or in favor of, domestic liabili- 
ties.^ 

Secondly, the greatly increased “independent” movements of short- 
term capital — ^i.e., those which were not directly or indirectly a response 
to balance-of-payments disequilibria and hence a substitute for gold flows, 
but which tended, rather, to bring gold with them, in the same direction 
— were themselves serious disequilibrating factors. The very speed and 
size of their movement made adjustments other than by gold flows im- 
possible. And even after the gold flowed there was much less tendency 
toward enduring adaptation. Primary purchasing power effects were 
slight, because the capital was held as idle deposits or went chiefly into 
short-term money markets or security speculation. Moreover, the funds 
by no means necessarily went to countries which were in particularly 
great need of foreign goods, let alone those of the “lender.” And their 
secondary purchasing power effects were frequently forestalled by policies 
of offsetting the gold flows which they induced. Central banks were well 
aware that these flows were not the result of balance of payments or 
price disequilibria, but of truly “external” factors, and were therefore 
subject to reversal at any time. Therefore they felt, justifiably, that it 
would be dangerous to absorb the gold into the credit system of the re- 
ceiving country and undesirable to institute the required deflation in the 

® Mlynarski, The Functioning of the Gold Standardy pp. 15-17. True, as we have seen, 
even before 1914 short-term capital flow-'cci customarily in response to interest rate differ- 
entials. But the flows were in such cases apparently not a means of tiding- over consistently 
adverse balances of payments and thus avoiding necessary enduring adjustments. That 
is why the capital usually brought gold with it, instead of obviating a gold flow in the 
opposite direction. 

® Thus the economy of gold, so often proclaimed to be an advantage of this system, 
amounted in fact to a dangerous credit expansion by both gold and gold exchange stand- 
ard countries on the basis of the same gold. The secondary purchasing power effects 
of balance of payments disequilibria upon the gold standard country w^re effectively 
forestalled, unless that country looked upon net changes in its total foreign liabilities 
in the same way as opposite movements in its gold stocks. In the latter event, there 
wmuld have been no economy of gold. Only in disequilibria between the gold exchange 
standard countries were complete reciprocal purchasing power effects and the concen- 
tration of reserves compatible. See pp. 14-15, above. Also Viner, Studies in Theory, 
p. 41 1 j Keynes, J Treatise on Money, I, 350 ff, 5 Heilperin, International Monetary 
Economics, pp. 211-^185 Mlynarski, The Functioning of the Gold Standard, pp. 18-21. 
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remitting country. So strong were the forces giving rise to these move- 
ments that cessation or reversal alike were usually difEcult or impossible. 
Thusj gold flows in the post-war period became increasingly erratic, and, 
because of the inadaptability of balances of payments, larger and more 
continuous.^^ They had exceedingly unsettling eiffectsj they contributed 
to and were part of the post-war liquidity mania, which threatened the 
stability of the gold standard of 1925-29 and greatly intensified the sub- 
sequent deflation and financial crises. 

The monetary instability of the post-war world was in large measure 
the result of the growing threat to the financial supremacy of London by 
New York and Paris (the latter after inflation and stabilization of the 
franc). This was, of course, not simply or even primarily a monetary 
phenomenon. The financial strength of a country is fundamentally its 
red wealth and productive power, on which depend, among other things, 
the size of its savings, its ability to send those savings abroad in the form 
of goods and services, and its consequent ability to attract gold. To a very 
marked extent, after the first World War, Great Britain lost this power, 
and the United States and France gained it, at least temporarily. America’s 
industrial pre-eminence, the undervalued franc and the capital repatria- 
tions after its stabilization, the world’s tribute in reparations and war 
debts to both countries — these were the causes of American and French 
ascendancy. 

In the pre-war system Britain’s financial predominance had given her 
enormous power over world credit conditions. She was the “conductor 
of the international orchestra,” and other countries were perforce on 
a sterling standard 3 they had to follow England if they wished to share 
in the long and short credit which she supplied. Because of her im- 
mense power to attract and hold gold and foreign deposits (just as a 
banker has the power to hold the deposits of his clients), and because of 
her inherently strong balance-of-payments position, Britain could afford 
to pursue a policy of laissez faire in foreign lending and international 
trade. In time of stringency she could easily draw in foreign deposits and 

See above, p. 20^5 Kindleberger, International Short-^Term Cafital Movements^ 
pp. 211-12, 221, 228. 

Other reasons for this phenomenon are suggested by Einzi^, International Gold Move- 
ments^ chap, vi, and W. A. Brown, The Int. Gold Stand. ^ I, 631-35, and England and 
the New Gold Standard, pp, 274—77. 

Keynes, A Treatise on Money, II, 307. 

Williams, ^^Monetary Stabilization from an International Point of View,^^ Amer. Econ, 
Rev., SnppL, March 1935, p. 161. 
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gold and curtail her lending by raising the Bank Rate. But at all times 
her great free and open market permitted debtors to meet their obliga- 
tions to her in goods with comparative ease.^^ And credit-worthy borrow- 
ers could almost always obtain accommodation, at a price, without stipu- 
lation as to the expenditure of the proceeds. Thus, Britain did not drain 
the world of gold, but, on the contrary, worked traditionally with a very 
modest gold reserve. Because her income from exports and other income 
from abroad were so important to her, she was impelled to manage the 
^^sterling standard” in the interest of world stability. This was not al- 
truism, but pure self-interest.^® 

It was no coincidence that British economists provided the theoretical 
rationale for the international system over which Britain presided. 
Sterling provided the system with the medium of exchange and trade 
credit instrument which bound it together. The concentration of world 
deposits in one center permitted the bulk of world payments to be made 
and offset by book transfers with a minimum need for gold flows. The 
location in England of the world^s major commodity (including gold) 
markets, where world supply and demand met to fix a world price, 
helped create a true international price level. The pre-war world economy 
operated and grew just as it did and as smoothly as it did largely because 
of Britain’s predominant financial and commercial position and the poli- 
cies she pursued. 

For purely technical reasons the disintegration of this central financial 
nucleus created obstacles to the stability of the world economy. The 
benefits of the clearing principle are, of course, maximized when all 
clearings are effected through one center 5 otherwise the transacting coun- 
tries must keep balances in several centers and the economies and greater 
security of concentrated reserves are reduced. Now each clearing center be- 

The British market absorbed an extraordinarily large proportion of the world’s total 
exports of various staple products — ^no less than 99 percent of the bacon and hams, and 
96 percent of the mutton and lamb in 1930, Other percentages for the same year were 
as follows: butter 63, eggs 62, beef 59, cheese 46, wool 32, and wheat and wheat 
flour 28. Figures from K. A. H. Murray and Ruth L. Cohen, The Planning of Britain's 
Food Jmforis, as reproduced in Bidwell, Our Trade ^kh Britain^ pp. 71-72. 

W. A. Brown, The Ini, Gold Stand,^ I, 157--5S. 

See the excellent discussion by Morgan-Webb, The Rise and Fall of the Gold Standard^ 
pp. 55-675 also Sir George Paish, The Way to Recovery ^ New York, Putnam, 1931, 
PP- 37^-39- 

See W, A. Brown, The Int. Gold Stand,^ 11 , 774—78, and fassim^ this being Brown’s 
major thesis 5 also Morgan-Webb, The Rise and Fall of the Gold Standard^ pp. 50—54, 
and Condli£e, The Reconstruction of World Trade ^ pp. 144—45, 272-73, 
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came dependent upon the policies and the balance of payments of the 
other with the rest of the world. Each became subject to gold drain or em- 
barrassing gold influx because of the other^s excessively strong or weak 
position, just as individual banks lose or gain reserves by extending credit 
more or less generously than other banks. This was true also because to 
keep working foreign balances in any one center there was little but tem- 
porary considerations of safety or profit.^® In addition, the purchasing- 
power flows making for re-equilibration are at their maximum effective- 
ness when all international payments are made with claims upon a single 
center. Only, then, in the case of payments between the clearing center 
and the rest of the world will the shift be only one-sided,^'^ a situation 
which is, moreover, easily susceptible to the control of the clearing center 
if it prudently exercises its financial strength. With the rise of other 
clearing centers, payments involving only unilateral purchasing-power 
effects multiply in number. The problems of prudent credit control in- 
crease, while responsibility for a consistent co-ordinated policy and power 
to enforce it are dissipated. 

Neither France nor the United States had the tradition or the eco- 
nomic compulsion to behave as Britain had behaved. The French pro- 
pensity to hoard has always been strong, France^s banking habits are rela- 
tively undeveloped, and her tendency to accumulate great gold supplies 
is inveterate. Her foreign lending was further restricted to short-term 
loans in the post-war years as a result of the heavy wartime losses on 
continental investments. In fact, this “lending^^ consisted mainly of huge 
liquid balances fleeing a depreciating franc j these balances were a con- 
stant menace, and their repatriations increased the world^s maldistribu- 
tion of gold. Neither in France nor in the United States were there strong 
groups and interests dictating a free-trade policy or free foreign lending, 
and both lacked a broad stable market for foreign securities. Having at- 
tracted gold, they failed to expand credit as much as Britain had cus- 
tomarily done. The Bank of France has seldom been willing to vary its 
credit policy because of external conditions, and the far greater im- 
portance of the American internal market inclined the Federal Reserve 
authorities, however willing to co-operate with other central banks, in the 
same direction. The violent business cycle in the United States and her 
lack of a steady foreign-investing class made her international lending 
very fitful 3 she could still experience sudden huge inflows of capital, as 

W. A. Brown, The Int, Gold Stand, ^ II, 786-89. 

See above, pp, 11-12, 45. 
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in 1928-29, because of the superior attractions of American investment 
outlets and the prospects for speculative gain. For all these reasons the 
increased financial power of the United States and France was particularly 
disruptive of international financial stability.-^ 

Great Britain’s financial pre-eminence, which had in the past permitted 
uncontrolled foreign lending and free trade, trusting to the forces of 
autonomous adjustment to retain equilibrium, was now undermined. 
When because of a weak balance of payments she was forced to attract 
and hold foreign short-term capital, to avoid a loss of gold, she had to 
compete with New York and Paris. The transfer of many of her normal 
customer balances to these centers, and in addition their strong balances 
of payments with the rest of the world, put a large portion of the claims 
on l.ondon in the hands of these creditor countries.^^ These balances no 
longer inevitably stayed in London j they had to be induced to stay.^^ 
When America reduced her foreign lending, Britain promptly experi- 
enced a withdrawal of foreign balances by the debtor countries thus weak- 
ened and a drain of gold to the United States, pounds being offered 
heavily for dollars.^^ Britain’s financial position was, manifestly, far more 
precarious than it had formerly been. 

Because of her altered financial position, but even more because of her 
underlying weaknesses, Britain’s place in the new world gold standard 
was untenable. After an unhappy experience from 1925 on, she was 
finally forced off gold in 1931. Concomitantly she abandoned the other 
bulwarks of the traditional policy on which the old world ^^sterling 
standard” had been based — free trade and uncontrolled foreign lend- 

For fuller discussions of the implications and consequences of the rise of France and 
the United States, the reader is referred to Einzig-, The Fight for Financial Sufremacy; 
W. A. Brown, The Int. Gold Stand, ^ I, 330—32, 551-54; Gayer, Monetary Policy and 
Economic Stabilization^ pp. 30—31, 77, i <>4; Morgan-Webb, The Rise and Fall of the 
Gold Standard^ pp. 80-89, 102—3; Ohlin, The World Economic Defression^ 

PP* Gold Delegation, Financial Comm., Interim Refort, League of Nations, 

Geneva, 1930, p. no; O. M. W. Sprague, “The Working of the Gold Standard under 
Present Conditions,*^ Selected Documents submitted to the Gold Delegation of the Financial 
Comm., League of Nations, Geneva, 1930, p. 54. 

France’s heavy reparation receipts, for example, paid in large measure by British loans 
to Germany, thus turned up as French claims on London, subject to instantaneous recall. 
MacM. Comm., Evidence, II, 199, 

A. Brown, The Int. Gold Stand., I, 669-72. 

Ibid., I, chap, xvii, pp. 518—23, 725—26; Mlynarski, The Functioning of the Gold 
Standard, pp. 21-23; MacM. Comm., Evidence, 11 , 199. 

“In spite of the increasing use of the tariff for political or non-revenue purposes, the 
tariff up to 1931 could still be regarded as a free trade measure. Every imported article 
was free of duty unless listed. , , . [By] 193^ our tariff policy had completed its turn- 
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ing. Trade and lending controls and currency flexibility as the means o£ 
adjustment to basic balance-o£-payments disequilibria became £or the 
first time the accepted rule of peacetime policy. Credit policy became 
attuned primarily to the needs of the home market rather than primarily 
to the requirements of currency stability, and the domestic money supply 
was shielded from the effects of international gold and capital flows. Free 
competitive adjustments were further restricted internally by a greatly 
increased concentration of business control. Thus, in Britain after 1931, 
as in the world as a whole, the flexibilities of autonomous adjustments via 
the price mechanism were superseded by the flexibilities (such as they 
are) of monetary and trade policies, and the rigid rules controlling and 
limiting governmental actions were made untenable by an increasing 
rigidity and stratification of the economic organism. The two changes, 
greatly accelerated in the years 1913-39, occurred together and rein- 
forced each other 5 together they are molding the world economy of the 
future. 

By falling in with world trends after 1931, Britain greatly reinforced 
them. The intricate web of international transactions which still custo- 
marily cleared through London, the settled financial and trade connec- 
tions to which English traders and bankers were a party were disrupted 
by the decline and fluctuations of sterling. Central banks suffered losses 
on their sterling reserves. Many debtors who had customarily met their 
obligations largely by sales of goods and securities in England were 
severely hit by the fall of the pound, by the tariff, empire preference, and 
lending restrictions. The scramble for liquidity, the vicious cycle of de- 
flation and of trade and currency restrictions and controls was intensified. 
As a result, in the British system and in the world system, negotiation, 
discrimination, bilateralism, and government controls increasingly took 
the place of laissez faire,^^ 

In many respects, thus, the years 1931-32 are a real turning point, 
a revolutionary readaptation of government policy after an attempt to 
rebuild along traditional lines. However, the major real determinants of 
the British economic position were independent economic forces largely 
beyond the power of British policy to alter over any period of time. 

over from free trade to protection. Every imported article from a non-Empire country 
is now dutiable unless listed as free.” McGuire, The British Tariff Syste^n, pp. 232-33. 

The effect of British policy in this regard must not be exaggerated. The world economy 
was disintegrating without Britain’s assistance. Further, Britain’s policy In some respects 
restored a degree of stability — for example, by the development of a new sterling stand- 
ard. See Francis, Britain^ s Economic Strategy y pp, 290-934 
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Policy changes contributed to the greater or lesser success of her adjust- 
ments, but they merely supplemented a process of autonomous adapta- 
tion throughout the years 1919---39. In these major respects the period 
1919-39 does not break at 1931-32, but represents, rather, a single con- 
tinuous series embodying striking long-run trends. 

The ^^technical” potential weaknesses of Britain’s monetary position 
after 1925, as we have suggested, cannot be separated from her real weak- 
nesses. The deteriorating competitive position of British industry was 
what made her balance of payments weak, making it necessary for her to 
struggle to retain foreign balances. The new monetary situation was im- 
portant, but it was itself the product of a changing real world situation 
— for example, the enormous productive power of American industry — 
and its threat to Britain was great mainly because of her changing real 
position in that world. 

In the impact upon Britain of the transformed world economy, simi- 
larly, it was not so much the procedural or structural changes in the latter 
which were important, as the serious real alterations of long-run trends 
and levels of economic activity, these alterations being partly the cause, 
partly the result of the formal changes. Secular trends of growth of cer- 
tain regions and industries, of total international trade and investment, 
haye been seriously modified. These apparent secular changes may simply 
be aspects of a long and severe cyclical fluctuation^ it is difflcult as yet 
to be certain. In any event, the cyclical fluctuations, if they are such, have 
been of greatly increased intensity and duration and have entailed what 
appear to be lasting effects. It is these changes which we propose next 
to investigate. 

Britain’s Changing Real Position 

During the latter half of the eighteenth century Great Britain appears 
customarily to have exported more goods than she imported. After a 
transitional period at the beginning of the nineteenth century, the com- 
modity balance became regularly and heavily passive, but exports of 
goods and services together were still considerably in excess of imports. 
After about 1870 these receipts, too, proved inadequate, and thenceforth 
Britain was able to import as much as she did only because of her income 
from previous investments. Thus, despite her heavy continuous foreign 
investment, England had for decades before 1914 provided a decreasing 
proportion of her own total consumption of goods and services, either 
directly or by current exchange for foreign goods and services. 
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These changes clearly mirror an evolving international financial posi- 
tion. In her earlier period as a creditor Britain naturally exported more 
capital than she received in income from past savings invested abroad. 
However, new foreign investments cannot indefinitely exceed the grow- 
ing income from the old. Foreign investment reduces the differential 
between domestic and foreign marginal productivity of capital which 
initially induces it. There are dynamic offsets to this tendency, but of 
these at least one, the world^s geographical expansion, is not unlimited. 
Furthermore, the continued development of younger areas means an 
expansion of their own capital resources and a diminished relative need 
for foreign capital. So eventually, as part of an inevitable process of 
financial maturing, Britain passed from a stage in which she produced 
more goods and services than she consumed to one where the opposite 
was truej she became a rentier nation. 

As an essential counterpart to this financial evolution was the develop- 
ment of Britain’s industrial position, in which we are particularly in- 
terested. The foreign demand for British savings and Britain’s ability 
to satisfy it were results of her industrial leadership. In turn, the relative 
decline of the world’s demand for those savings and the beginning of net 
interest and dividend repayments were the counterpart of a rise in the 
productive power of debtor areas relatively greater than the rise of pro- 
ductive power in Britain herself — an inescapable result of the spread of 
technology and the tapping of immense resources within those debtor 
areas. 

The impact of these long-run determinants of Britain’s financial and 
industrial position was intensified during the 1870’s by the abrupt termi- 
nation of a period of extremely heavy investment, so that that decade 
became a fairly clear signpost in this development.^® The heavy imports 
of American agricultural products which followed were in part simply a 
return on past investment. They dramatized, also, the secular emergence 
of the American producer and the corresponding relative decline of the 
British producer. Similarly, the slower expansion of British exports was 
only partly the token and result of a decreased marginal efficiency of 
capital abroad^ it was also the result of the development of competing 
foreign manufacturing industries. When the expanded output of foreign 
areas began to pour forth, when increasing foreign tariffs revealed the 
diminished world need for British goods and when world prices and 

See Jenks, The Migration of British Cafital to 1875, chap, xi, “At the End of the 
Surplus.” 
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profits sagged under the impact, Englishmen began to be uncomfortably 
conscious of their dependence upon world markets to keep them em- 
ployed. Business men complained, and a Royal Commission of Inquiry 
was appointed to investigate the increasingly successful competition by 
foreign producers. British agriculture lost out rapidly to cheap Ameri- 
can and Russian grain. The following decades were marked by a revival 
of protectionist sentiment and by agitation for empire preference. The 
British people, as producers, were beginning to look for security and 
protection against cheap foreign goods, even though those goods were 
raising their real incomes enormously.^"^ 

Whatever the net effect of these changes upon real British incomes 
and living standards, the fact that as a producer Britain was growing 
more slowly than the rest of the world had an ominous aspect. Britain’s 
high incomes rested in large measure not simply upon cheap imports but 
also upon her ability to command those Imports by her own superior in- 
dustrial ability. The development of foreign productive powers, to the 
extent, however slight, that they were competitive, involved definite 
losses, as certain British producers found themselves less able than before 
to compete in the world market. Had Britain’s predominance been based 
on a superior agriculture, a greater portion of the country would have 
suffered the fate of the British farmer from 1875 to 1900, and the gains 
from cheap food would have been offset by an even more severe reduc- 
tion than actually occurred in her ability to command that food. As her 
dependence upon foreign foods and materials grew, Britain’s ability to 
command them declined. 

The fact remains that British real income increased throughout the 
nineteenth century. For one thing, the progressive alteration of her 
balance of payments was to some extent the result simply of the secular 
financial evolution described above. To this extent British productive 
factors were merely being reallocated, moved from export and import 
competing lines, without reduction of marginal productivity, to satisfy 
increased domestic purchasing power. It should be noted, however, that 
even this -potential increment to British current living standards in- 
volved some counterbalancing loss of income, for the increased available 

Some recognized the signs of secular change: see Bourne, ^*The Growing Preponderance 
of Imports over Exports/^ Journal of the Royal Statistical Society (hereinafter J.R.S.S.)? 
XL (1877), 30-34, Trade, Pofulation, and Food, p. 284 and fassim. Also Alfred Mar- 
shall, Industry and Trade, chap, v, fassim; Clapham, An Economic History of Modern 
Britain, II, 111-13, III, 35-38, 44'“45, 48-49} C. R. Fay, Great Britain from Adam 
Smith to the Present Day, 3d ed, London, Longmans Green, 1932, pp. 222, 243-44. 
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purchasing power was seldom completely employed. A sudden decrease 
of foreign lending almost invariably involved considerable unemploy- 
ment in export trades, since effective domestic spending or investment 
failed to take up the slack completely. 

The other offset to the relative decline in world demand for British 
goods was for a long time more than sufficient: the absolutely increas- 
ing productive and hence consuming power of the world. Expansion of 
younger economies supplied Britain with growing markets for her manu- 
factures not merely on current account but also in the form of capital 
attracted by the rich opportunities for investment therein, and this per- 
mitted the extension of that international division of labor which con- 
tributed so much to the great economic advance of the century. The de- 
velopment of oversea primary producers was mainly complementary to 
her own industry, and Britain undoubtedly gained more than she lost 
thereby. The rapid changes of the century before 1914 naturally de- 
manded continual adjustments. But as long as there was no radical break 
with the past, as long as changes were reasonably consistent and followed 
continuous trends, as long as the whole move upward, the international 
economic pattern was not disrupted and England, by and large, felt 
relatively little strain. 

The most important real problems faced by Britain in the years 1919 
to 1939 arose out of the continuation and intensification of these long-run 
factors, with two important differences of degree. First of all, foreign 
countries developed industries along increasingly competitive lines. And 
secondly, the vital mitigating factors — expanding world markets and in- 
creasing international investments — seem not to have been equally opera- 
tive. The significance of these various factors may perhaps be best illus- 
trated by a theoretical argument. 

Here is a wealthy country, B, formerly the manufacturing center of 
the world because of the skill of her labor, the size and quality of her 
equipment, her established connections, and her head start In the de- 
velopment of these assets. Assume that a previously backward area, A, by 
adopting modern techniques, accumulating domestic capital, and using 
superior resources, has attained superiority over B, at a given point of 

'^Competitive” and "complementary’^ foreig-n production are not absolute concepts. 
There is an entire range of international trade based upon comparative (not absolute) 
advantage, between industries far more competitive than British coal and Portuguese 
wine. The difference is one of degree, but it is none the less actual. British real in- 
comes are clearly less injured by the growth of jute plantations tlian of textile factories 
in India. 
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timCj in the production of the latter’s export goods. What will be the effect 
on B’s exports? On B’s real incomes? 

The tendency will be for B’s exports to decline. If world demand is 
absolutely constant, clearly B must sell absolutely less and A absolutely 
more in world markets.-^ Actually, however, world output must be in- 
creasing by the amount of the increased efficiency of A. Assuming here- 
after that aside from this expansion of A world output is stationary, the 
question whether or by how much B’s trade will fall absolutely depends 
upon the nature of the reciprocal demands between B and the outside 
world. 

The additional income of the world — both the income in A and the 
income in A’s markets now released by the greater cheapness of their 
imports — may turn either toward goods in the production of which B has 
special advantages or to goods concerning which B is at a disadvantage 
and in the production of which it will concentrate only if it is under great 
compulsion to export. In the extreme case, the added demand may go 
into goods and services which do not enter into international trade — 
buildings, parks, baseball players, or leisure. 

In the former case (if world demand for B’s goods has high income 
elasticity), B’s exports may be saved from absolute decrease and may in 
extreme cases even increase. The latter is possible if A’s cheaper products 
underbid those of other countries as well, thus potentially releasing for 
the purchase of B’s goods more demand than B previously lost through 
A’s competition. Otherwise B can at best merely hold all the demand 
which it lost. If world demand for B’s goods has a low income elasticity 
(a probable condition of a decline in B’s general competitive position in 
relation to the world), there will be an absolute fall in the total value of 
her exports. The extent of this decline will depend very largely upon 
the income elasticity of B’s demand for foreign goods and the price 
elasticity of world demand for B’s goods.'^^ If B’s demand for its accus- 
tomed imports does not contract, the volume of exports may well be 

The effect might be an initial tendency for B also to buy more, A’s producers in- 
vading her home market. This is not likely to occur at once, however, in view of the 
probability (especially if the transportation cost factor be included) that the industries 
concerned operate, in the long run, under increasing cost conditions. Under these con- 
ditions, A^s continued encroachments will become increasingly more difficult, and B’s 
resistance progressively easier with falling marginal costs. The probabilities are that 
B will lose its markets in A ffrst, and its home market last. In any case, a rise in B^s 
imports as well does not alter our reasoning or conclusions. 

Price elasticity of B^s demand is relatively unimportant, since there is little reason 
to anticipate a change in the world price of B’s imports. 
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maintained at the cost of greatly deteriorated terms of trade. How far 
they will have to deteriorate will depend upon the price elasticity of the 
world’s demand for B’s goods. 

What does this mean in terms of B’s national income? B’s physical 
productivity has not diminished. Any change in income must therefore 
result from a change in the quantum of exports required to obtain a given 
quantum of imports^ i.e., in the barter terms of trade. 

In conditions wherein B’s exports will decline (if world demand for 
her goods has low income elasticity), her income derived therefrom must 
obviously decline as well. The weakness of B’s balance of payments re- 
sulting from the general deterioration of her competitive position must 
be equilibrated by a net decline in her real purchasing power over foreign 
goods. This decline must be permanent, in the absence of external changes, 
for balance-of-payments equilibrium to be sustained in the face of the 
permanent net fall in the world’s demand for B’s goods. Her displaced 
factors of production may shift from export to domestic lines of produc- 
tion rather than remain unemployed j but, by assumption, the total 
amount of imports which these factors will be able to command through 
their new product will be less. In any case, the result must be, in the 
absence of an independent rise of domestic demand (for consumption or 
investment), a general decline in their marginal productivity — i.e., in 
B’s real income. 

Those factors determining the extent to which B’s national income 
will actually fall as a result will be the same as in the case of exports: 
the income elasticity of B’s demand for imports and the price elasticity 
of world demand for B’s goods. If, in the extreme case, the price and 
income elasticity of world demand for B’s goods is low and B’s demand 
for imports is highly inelastic, then B’s income reduction will be great. 
That reduction may take any or all of the following forms : a severe de- 
cline of terms of trade, heavy unemployment, income deflation required 
to keep the demand for imports within bounds, or a shift of her factors 
into very unremunerative export lines in order to sustain the imports 
which B continues to require. And balance-of-payments equilibration will 
require this heavy decline. If, under similar conditions of world demand, 
however, B’s demand for foreign goods is very elastic, then B’s imports 
will fall as far as exports without any necessarily equivalent reduction 
in real income, since B’s factors will not have to take to these very un- 
remunerative lines, and her terms of trade will change but little. Income 
received from exports will, it is true, decline heavily, but income from 
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domestic sales will rise almost equivalently. And balance-of-payments 
equilibration will not require an appreciable income decline.^ ^ Only, 
however, if all the demand released by the economic progress of A 
(assuming that only B’s producers have been supplanted) turns to 
products in which B has sufficient relative advantages will B not suffer 
some absolute fall in national income. 

These considerations by no means exhaust the possibilities, but the fol- 
lowing general conclusions seem justified. It is probable that B’s national 
income and foreign trade will decline in absolute terms. The extent of 
the decline will depend largely upon B’s adaptability — her ability to shift 
to other lines of production to satisfy the released world demand. How- 
ever, it is quite possible that B’s trade may fall much farther than her 
income: if B’s demand for foreign goods is relatively elastic, her pro- 
ductive factors will be released to supply the home market, and will be 
utilized there to only slightly less advantage, because B^s population 
favors foreign goods only slightly over domestic.^^ 

Thus, under the initial assumption of a stationary world economy, 
except for progress in A, B will be spared a fall in total trade and income 
only under rather unusual circumstances. Eliminate that assumption, 
however, introduce an expanding world economy, and this is by no means 
necessary. B, though supplanted in wheat production, may well become 
the world^s center for the production of cotton manufactures, the demand 
for which may grow as the world economy expands. The shift of B’s 
factors of production from old lines to new will be far easier, since B’s 
exports are sustained by world demand. B’s farming population may 
simply cease to grow, rather than decline absolutely. In an expanding 
world economy the relative gains of A need by no means mean absolute 
losses for B. 

Remove, again, the expanding world economy or expanding world 
trade (with hence a possibility of increase of demand for B’s goods). In 
the worst case B may become a decadent economy, highly specialized, 

See p. 13, above. Here we have a concrete substantiation of our contention of 
Chapter III, above, that the processes of the “transition” and of the “long run” are 
one and the same. The income or purchasing power shifts of the adjusting balance of 
payments mechanism and the income changes involved in such “long run” factors as 
permanent changes in w^orld demand for the goods of any country are precisely the 
same. And hence, obviously, the same factors (e.g., B’s marginal propensity to import, 
the direction of the world’s new demands) will make both — the “transitional” un- 
employment and the permanent loss to B’s income — great or small. 

Charles K. Whittlesey has discussed some aspects of these problems in “Foreign In- 
vestment and the Terms of Trade,” XLVI (1932), 444-64. 
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extremely prosperous as long as it was predominant in its specialty, and 
extremely depressed as soon as others learned to produce those goods 
more eiEciently. 

Here are suggested some of the fundamental problems of Britain in 
a changing world. To what extent has she lost her leadership in world 
manufacture? To what extent has she been able to compensate for losses 
in older lines by relatively increasing specialization in new, in satisfying 
the demands released by rising world incomes? To what extent did world 
markets continue to expand? How elastic was the British demand for 
foreign goods? How did the British balance of payments, and the entire 
economy adjust themselves to the changing world situation? Were the 
effects of these changes imparted by relative monetary deflation in Britain, 
by fluctuations in the external value of sterling, or by fluctuations of em- 
ployment? What was the influence in this regard of conscious government 
and business and labor controls? Were there other, ^‘^external,” changes 
bearing upon Britaiifls situation? 

It is generally recognized that an unprecedented rate of population 
growth, the extension of the geographical frontiers of the capitalist econ- 
omy, and rapid technological advance were essential contributory factors 
to the enormous world-wide economic expansion of the century before 
1914. It is also recognized that the diminution of the rate of population 
growth and the disappearance of geographical frontiers have rendered 
more and more unlikely a continued advance at anything like the earlier 
rates and along the old lines. The one remaining field for future advance 
is the intensive margin, which offers the opportunity of increasing the 
standards of living of the existing population within existing geographical 
areas by fuller application of the means already at hand and by further 
technological advance. While these remaining frontiers offer ample pos- 
sibility for continued expansion, it would appear probable that world 
economic growth will be slower in the future than in the past, if only 
because the productive factors ^fland’^ and “labor” will cease growing."*'* 

There is a second and more serious threat: that the capitalist world 
will be less and less able to make full use of its existing potentialities be- 
cause of a growing discrepancy between savings and investment outlets 
under the changed conditions. The secular tendency, noted by Keynes, 
the tendency for an increasing share of a rising national income to go into 

Alvin H. Hansen, “Economic Progress and Declining Population Growth,’^ A772er, Econ. 
Rev,y XXIX (1939)5 i-iSi J. M. Keynes, “Some Economic Consequences of a Declining 
Population,” Eugenics Rew«Wj XXIX (April, 1937), 13—175 A. R. Sweezy, “Population 
Growth and Investment Opportunity,” Q.J.E., LV (1940), 64-79. 
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savings Is probably intensified i£ that rising income is spread over a 
stationary population. This is, however, not essential. A decrease in the 
size of families may involve less rather than more savings decreased ^fin- 
vestment’^ in children may lead to increased “investment” in houses or 
durable consumer goods. In any case, however, the disappearance of two 
major factors providing outlets for continuous investment in the nine- 
teenth century — the equipment of a growing labor force, and the develop- 
ment of new areas — augurs at least a tendency to underinvestment and 
hence to underemployment. Other factors may reinforce that tendency. 
Continued technological progress in the provision of the essentials and 
slower expansion in the demand for them will release a greater propor- 
tion of the labor force for the satisfaction of other desires. Hence there 
will be an increasingly urgent necessity for new effective demands to 
provide full employment.^*^ Moreover, since the demand for luxuries is 
far more subject to fluctuation with changing income expectations, full 
employment may be sustained only precariously. 

The geographical incidence of this increased underemployment and 
that of a slower rate of world economic advance may be very unequal. 
The weight of adjustment will fall especially heavily upon the advanced 
economies which have been geared to a steady outflow of capital (and also 
labor) to expanding younger foreign economies. Even if the world 
economy continues to expand by learning to cultivate at the intensive 
margins, these foreign outlets for the output of older countries beyond 
their own ability or willingness to consume have definitely ceased to 
grow as rapidly, and it is problematical whether they will ever grow 
again as before.^® 

Britain has been such an imperialistic economy par excellence. During 
the nineteenth century she opened her home markets freely and sacri- 
ficed her agriculture in order to attain and to maintain her position as 
the world’s leading exporter of manufactured goods. In the process 
undeveloped areas became customers, and customers became competitors. 
But a rapidly expanding world population offered a growing market 
to farmers, who were not therefore impelled, most of them, to go into 

Glenday, “The Future of Export Trade,” International Affairs^ XVIII ( 1939 )) 64^-51 • 
®^See Salter, World Trade and Its FuUirey pp. 21-23. 

®®The reader is reminded that this exposition of Britain’s peculiar specialized inter- 
national position gives an incomplete and oversimplified picture of the whole British 
economy. Agriculture, for example, remains an important industry, which supplies an 
important portion of domestic requirements. See, for example, Political and Economic 
Planning (hereinafter P.E.P,), Report on Internatioml Trade^ pp. 204-5 j Liberal In- 
dustrial Inquiry, Britain^ s Industrial Future ^ pp. 318-19. 
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manufacturing and so to compete with Britain. Even if they did, new 
markets for British manufactures were constantly being opened up. More- 
over, continued British technical advance enabled her to specialize in- 
creasingly in higher grades and qualities of manufactures — finer con- 
sumer goods, machinery, shipbuilding — and so in part to adapt herself to 
the industrialization of former agricultural customers. 

The burden was by no means thrown entirely upon the latter method 
of adjustment. Had Britain’s only means of maintaining her real income 
levels been by maintaining her technological leadership, the pressure 
exerted by others who were catching up would have been felt much 
earlier. So a slower rate of expansion of international trade and invest- 
ment outlets, such as seems actually to have characterized the years since 
1914, or at least since 1929, is fraught with serious danger. The rise of 
previous customers to economic maturity has not been adequately com- 
pensated by the opening of new markets. The pressure of competition 
in existing markets has grown, and an enhanced tendency toward under- 
employment has intensified the bitterness of the competitive struggle. 

It became apparent again to the British people, as it did in the 1870’s, 
that the price of their specialization was insecurity and dependence upon 
the market. Of the food needed to sustain a greatly increased popu- 
lation, domestic farmers produced an inadequate share. Of the raw ma- 
terials required by her industry, Britain produced only coal in abundance. 
Her ability to command these vitally essential goods over any period of 
time depended primarily upon her ability to export. Hence her living 
standards were subject perpetually to the vagaries of the competitive 
struggle, and the maximization of her income under that system de- 
manded willingness and ability to make all the necessary adjustments to 
changed external conditions. 

Ever since 1870, and much earlier in some cases, other countries, 
faced with an inflow of cheap foreign goods, made decisions of policy 
which represented a choice, conscious or otherwise, of security and stabil- 
ity over the maximum potential income which free trade is supposed to 
offer. They were led to protect themselves not only against the transi- 
tional difficulties of adjustment but also against the ultimate consequences: 
the economically and politically precarious specialization which would 
result from complete obedience to the rules of the game.^"^ 

See Allen, British Industries and Their Organization^ pp. 9-1 6. Josiah Stamp argued 
before the MacMillan Committee for abandonment of laissez faire in foreign lending, 
in the interests of stability. *‘What is the good of having a higher standard of life 
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This trend toward economic nationalism has been and probably will 
continue to be reinforced by a retardation of world economic growth. The 
problems of adjustment are much greater in a period of relative contrac- 
tion than in times of rapid expansion, so the clamor for protection and 
other state intervention grows. Historically, situations in which economic 
vistas are narrowing have not been conducive to unregulated individual- 
ism 5 they tend rather toward combination in industrial control^® and 
protection in national policy, and each of these outcomes reinforces the 
other.^^ Dwindling agricultural profits led to tariffs on manufactures in 
order to develop domestic industry. Wars and threats of wars and the 
deep depression of the thirties also have reinforced the trend, and none of 
these more recent calamities can be said to be unrelated to the above- 
mentioned secular phenomena, which have intensified the struggle over 
existing markets, and increased the economic difficulties of debtor and 
creditor nations alike. The British position has been made possible largely 
by international division of labor and mutual trade. As that system breaks 
down, Britain suffers from her great specialization. If other countries 
more capable than she by virtue of superior natural resources decide 
to play a completely different game, refuse to buy her goods, and thus 
force her people also to live within themselves, the results in the way of 
declining living standards will be more serious for her than for most 
others. 

These nationalistic restrictions have in turn undoubtedly slowed still 
further the increase of world output, especially the increase of inter- 
national trade and investment. But the entire relative lag in trade and 
investment can scarcely be attributed to them. Our discussion suggests 
other more basic causes. One such cause has been the virtual halt to the 
development of new areas and markets, a development which supplied 
an important stimulus to international investment and trade, in the past. 
Secondly, a more even spread of technology has tended to diminish the 
differential national advantages which make international specialization 
most desirable. Certain modern scientific advances, notably the use of 
hydroelectric power and petroleum, and the synthetic manufacture of 
raw materials, have had the same effect, by diminishing local advantages 

if you are everlastingly falling short of it?” Evidence^ I, 2565 also 255, and Royal Inst., 
The Problem of International Investments pp. 31, 33. 

See Myron Watkins, Industrial Combinations and Public Policy , New York, Hough- 

ton Mifflin, 1927, pp. 9-14. 

See Lionel Robbins, Economic Planning and International Order ^ London, Mac- 
millan, 193 S. 
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based on possession of necessary raw materials.^^ These changes have 
had the added effect of making less costly policies of national insulation 
through protection and hence of encouraging them."^^ Finally^ there may 
be noted an apparently universal tendency for an increasing proportion 
of rising incomes to go into services: distribution, the professions, enter- 
tainment, and possibly housing, which for the most part do not enter into 
international trade. Similarly, the related decline of international invest- 
ment has had other basic causes than perverse policy. Among these were 
the increased financial self-sufficiency of debtor areas, and the decreased 
opportunities for profitable investment in younger primary producing 
regions, for reasons already indicated. The disastrous results of the heavy 
lending of the 1920’s, which choked off international investment in the 
following decade, were in large measure attributable to these underlying 
factors and to the failure of alternative investments in countries whose 
trade was not essentially complementary with that of the creditors. 

There have no doubt been forces operating in the opposite direction. 
The growth of wealth and new consumer demands and the progress of 
technology have tended to increase international tourist traffic and trade 
in specialty manufactures and in raw materials such as oil and rubber.^^ 
Technological advance may tend to augment international trade by re- 
ducing transport costs or by increasing the advantages of concentrating 
large-scale output in one area. However, in the modern world technology 
is international and ^^head starts” are difficult to get and follow up. Ex- 
cept where propinquity to raw materials is desirable, economy of size 
may not prevent the more or less simultaneous establishment of similar 
industries in many countries, each protected against the others by tariffs 
or cartel agreements. 

International trade has since 1913 failed to keep pace with total pro- 
duction of exportable goods, as Table i clearly shows.^^ Compared with 

The margins o£ comparative advantage have by no means been obliterated. Never- 
theless, a revival of international trade is not so essential as it has been in the past 
to many countries. India, for example, has learned enough of modern techniques and 
has accumulated enough capital so that its continued progress is truly far less dependent 
than it was, say, fifty years ago, upon foreign goods and capital. 

Robertson, “The Future of International Trade,” Bcon. Jour,^ XLVIII (1938), 9, 
and fassim. 

On the other hand, the automobile has also increased the importance of service and 
distributive trades — repair shops, filling stations, parking lots. See Whale, International 
Trade ^ pp. 236-42. 

The trade indexes should be compared with output indexes for industrial and primary 
production together. The figures are very rough, but the declining ratio is quite appar- 
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world income, which includes the expanding output o£ service trades, the 
lag has been even greater.^^ As we have argued, this lag would prob- 
ably have occurred even in the absence of adverse commercial policies. 
However, the revival of the late twenties, when world trade expanded 
at least as rapidly as physical output, indicates that a more stable inter- 
national order, with less restrictive trade policies, would undoubtedly 
have gone far to prevent such a decline. 


Table i 

Quantum Indexes of Production and Trade 



^ 9^3 

^925 

jpap 

^937 

B.I.S. world indexes 

Industrial production 

100 


139.0 

1 52.0 

Trade 

100 


130.0 

123.0 

Ratio trade: production 

100 


94-0 

81.0 

League of Nations world indexes 

Trade 

100 

107.0 

127.0 

123*5 

Primary goods output 

100 

II 7.0 

130.0 

143.0 

Industrial output 

Hypothetical ^ 

100 

123.0 

146.0 

1 52.0 

Including U.S.S.R. 



roo.o 

1 20.0 

Exports U.K. goods ^ 

100 

79-4 

86.6 

71.6 

^Sources: B.I.S., Ninth Annual Refort, 

P- 37 > 

League of Nations, Memoranda 

on Pro^ 


duction and Trade and World Froduction ayid Prices. All indexes are very rough and 
cannot be used with any precision. 

^ This is offered as compensation for the B.I.S. index, which seems low for the year 
1929, in light of League estimates. The 1913—25—29 figures are the League’s indexes 
of raw material production. They are used as a minimum estimate for industrial pro- 
duction, in view of the League statements that the rise of the latter undoubtedly ex- 
ceeded the rise of the former in these years. The 1929—37 interval is from a League esti- 
mate, which excludes the U.S.S.R. 

® See Table 1 8, below. 


ent. The falling ratios from 1913 to 1929 can probably not be attributed entirely to 
tariff policy. The official Committee on Industry and Trade (hereinafter, Balfour Comm.) 
reported in 1925 that the ad valorem incidence of tariffs on British goods had not in- 
creased appreciably, as compared with 1913, although other informal obstructions had 
multiplied. Survey of Overseas Markets^ pp. 14—20. The League study of tariff levels 
substantiates this conclusion. International Economic Conference, Tariff Level Indices 
(publications 11 , 1927, No. 34). However, the creation of new countries meant thou- 
sands of miles of new customs frontiers. Further, the ad valorem incidence of unchanged 
specific tariffs was automatically increased by gradually falling prices after 1925. See 
Per Jacobsson, ‘^Some Foreign Trade Problems of Today,” Index^ V (1930), 187-88. 

In addition, the lack of adequate data for the greatly expanded building industry 
causes it to be almost entirely neglected fay the League index. 
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And, as Table i shows, the decline in British exports was great and 
continuous. Here was Britain’s major single problem of the period 
1919-39. The world was learning to dispense more and more with her 
manufactures. And world economic progress, particularly the growth of 
total world trade, was not sufficient to keep her losses from turning, for 
the first time in the memory of Englishmen, into a long painful secular 
decline. 



V. THE DETERIORATING POSITION OF 
BRITISH INDUSTRY 


T he serious questions which arose in the period 1919-39 con- 
cerning the future of Britain in a changed world economy arose 
because of the seriously diminished competitive power of her 
industry. Of course^ it had been perfectly evident long before that British 
pre-eminence could not persist. By 1875 she was seriously challenged j 
by 1913 she was probably no longer the world’s leading or even second 
industrial nation, and others were not far behind her. But it was not until 
after the war that the impact of these long-run factors was fully felt and 
the need for drastic readjustment made perfectly clear. Even from 1873 
to 1896, during the so-called ^^Great Depression,” absolute progress was 
extremely rapid in real terms. In the period 1919-39, on the contrary, 
there were unprecedented harsh secular declines, radical breaks with the 
great continuous upward trends of the preceding century. 

The Staple Industries 

Britain’s economy rested on a relatively narrow industrial base. A few 
basic industries, the sources and the products of the ^Tndustrial Revolu- 
tion,” were the foundation of her growth and supremacy. There was the 
basic source of power — coal — which ran machinery, ships, and trains. 
There was a basic metal — iron (and steel) — produced with that coal and 
itself the main component of the machines, ships, and trains which revo- 
lutioned production and transport. And, finally, there were the cheap 
mass-produced finished products, the textiles thus manufactured and 
transported, which made Britain the world’s leading exporter.^ These 
basic interconnected trades were almost exclusively the foundation of 
British industry: coal, iron and steel, textiles, and ^^engineering,” the 
latter embracing machinery, ships, railway materials, all goods made 
mainly of iron and steel and using mainly coal for power. 

In 1907, the first year in which a comprehensive production census 
was taken, the net output of the three industrial groups, coal mining, 
iron and steel (including engineering and shipbuilding), and textiles, 

^Textiles alone made up 60 percent of Britain’s exports in 1850 and 46 percent in 
1880—84. Clapham, An Economic History of Modern Britain^ II, 228—29. They were 
still 38 percent of the total in 1907. 
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was roughly 46 percent of the total “value added by manufacture” of 
the United Kingdom industry.- Since, in addition, a large part of the 
clothing industry represents the last stage of textile manufacture, we may 
conclude that these staple industries produced one half, at least, of the 
total British net output. Similarly, they accounted in 1921 for perhaps 
51 percent of the people in Great Britain gainfully employed in industry 
(including mining and utilities) according to the decennial census of that 
year — or approximately to 20-25 percent of the total gainfully employed 
population.^ 

Even these bare figures do not convey the full importance of the staple 
industries. It was the expansion of just these which had been almost en- 
tirely responsible for the “industrial revolution” of the previous century. 
The absolute rise of building, food, clothing, printing, the professions, 
services, and the like was mainly the result of the growth of population 
and living standards which that “revolution” made possible. This dy- 
namic surge was largely dependent upon the opening up of foreign mar- 
kets. It was only on the basis of a broad foreign market, reached by Brit- 
ish ships, that British industry could produce on a large scale at low 
costs. It was the growing export trades which were mainly responsible 
for the large profits and rising national income, out of which the heavy 
capital accumulation and investment were made and which rendered pos- 
sible the purchase of the increasing quantities and varieties of foreign 
foods that rising British living standards demanded. And these same 
staple trades were the great export trades. 

Exports of coal, iron and steel, textiles, engineering products (ma- 
chinery, other than electrical, new ships, and railway equipment), cut- 
lery, tools, and hardware amounted in 1907 to no less than 70.3 percent 

2 Figure computed from Gr. Brit., Board of Trade, First Census of Production, Final 
Report, The “United Kingdom” includes Great Britain (England, Scotland, and Wales) 
and all of Ireland before 1924, but excludes the Free State thereafter. Although often 
in general discussion we use the names “England,” “Britain,” and the “United Kingdom” 
more or less interchangeably, in all specific references to statistical data the various titles 
must be taken in their precise meaning. 

® Computed from data in Gr. Brit., Ministry of Labour, Abstracts of Labour Statistics. 
The 51 percent includes those classified under coal mining, textiles, and those parts 
of the large metal-engineering-vehicles category which seem to belong, i.e., eliminating, 
among other groups, electrical industries and automobiles, which belong rather to the 
new industrial era. If we take the “basic” industries as a whole, i.e., including the en- 
tire engineering-metal-vehicles group, the proportion becomes 56.2 percent. In a sense, 
these later developments are modern substitutes for steam machinery and locomotives, 
and should be included to give an accurate picture of the relative importance of the 
older industries before the war, when comparable data are not available. 
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and in 1913 to 65.5 percent of the total exports of domestic produce from 
the United Kingdom. They were already losing ground, relatively, to 
such rising products as automobiles and electrical equipment. Neverthe- 
less, they remained the firm foundation for the British export trade, as 
they had been throughout the preceding century.*^ So in 1907, while 
making up roughly 50 percent of the total net domestic industrial produc- 
tion and giving employment to perhaps 20-25 percent of the total gain- 
fully occupied population, the staple trades constituted 70 percent of 
Britain’s exports. 

In 1907 about 30 percent of the output of British industry and a some- 
what higher portion of the output of exportable goods alone was ex- 
ported.""' For reasons in part already suggested, even this 30 percent does 
not give a true picture of the real importance of exports. Being in a sense 
marginal, they meant the difference between prosperity and extreme 
depression. Most important, much of the internally consumed industrial 
output was the manifestation of a level of incomes and of population in 
large part made possible by an economic growth based primarily on ex- 
ports, and sustained by the imported foods which the exports made pos- 
sible. 

The British staple industries depended upon exports to a far greater 
extent than the others, as Table 2 clearly shows. The most obvious case 
is that of cotton, where exports supplied virtually the entire market.^ 
The dependence upon foreign markets of the woolen and engineering 
trades is also far above the national average. The importance of exports 
to the iron and steel trades is understated even by the 39 percent for the 
industry as a whole, in 1907, in view of the heavy sales abroad of the 
many domestically produced goods for which iron and steel are raw 
materials.'^ The same is true of coal; the foreign demand for many 

^ Their relative importance in the export trade was even greater in earlier years. A 
roughly comparable group of exports made up 74-77 percent of the British total in the 
cyclical peak 3^ears i860, 1866, and 1872, 71 percent in 1882, and 69 percent in 1900 
and 1907. For an excellent discussion of the central position of the staple industries in 
the British economy see Allen, British Industries^ chap. ii. 

^ The British total includes the output of building trades, agriculture, mines, and fisheries. 
Adapted from Gr. Brit., Bd. of Trade, Fiml Report, First Census of Production, pp. 
25—26. 

® The low percentage of yarn exported indicates merely that most of the 3'am Is used 
by British weavers and exported in higher stages of manufacture, 

"This total dependence in 1929 w'as estimated at 70 percent, a figure which, however, 
seems unbelievably high. Gr. Brit., National Committee for the Iron and Steel Industry, 
Fiml Report to the Import Duties Advisory Committee, Cmd. 4181, Session 1931-32, 
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products, notably iron and steel and their manufactures, is equally a de- 
mand for ^^domestically consumed^’ British coal. Similarly, the relatively 
low proportion of steamships, exported is no measure at all of the de- 
pendence of shipbuilding on Britain’s export trade, that trade being a 
major support of the great ^yomestic” consumer, the British shipping 
industry. 

Table 2 

Gross Output and Exports in Selected United Kingdom Industries 

1907 and 1930 

(£000, unless otherwise indicated) 

EXPORTS AS 

percentage 



GROSS output 

exports 

OF OUTPUT 

Industrial Grouf 

igoy 

igso 

1907 

X 9 SO 

1907 

1930 

Total U.K. output^ £000,000 1,393 

2,457 

420 

535 

30.2 

21.8 

Stafle Trades 

Cotton 

Yarns 000,000 lbs. 

1,800 

1,047 

241 

137 

134 

I 3 -I 

Piece goods ° 

94,572 

81,600 

81,049 

61,305 

85.7 

75*1 

000,000 yards 

7,088 

3.399 

6,298 

2.407 

88.9 

70.8 

Industry as a whole ^ 

125,717 

1 1 8,000 

105,043 

86,205 

83.6 

73-1 

Wool 

Industry as a whole ^ 

60,253 

85,000 

34.090 

39,707 

56.6 

46.7 

Wool and worsted tissues 

' 36,741 


17.705 


48.2 


000,000 sq. yds. 

397 

316 

184 

114 

46.3 

35-9 

Iron, steel, engineering and 

shipbuilding ^ 

248,000 


96,668 


39.0 


Iron, steel, and m’Prs ^ 

147,289 

225,343 

46,563 

51,261 

31.6 

22.7 

cng'nes 

12,708 


7,900 


62.2 


M:cKinery 

38,583 


22)84-S 


59-2 


Miscellaneous machinery 


42.175 


19,603 


46.5 

Textile machinery 

13,099 

12,398 

8,039 

8,628 

61.4 

69,6 

W yard shipb^ld’g, steam- 
ships: 

" fulls a ui fiU;n''s 
Machinery 

19.388 

8,290 

119,554 

165,733 

6,586 

2,551 

40,170 

45,661 

34.0 

30.8 

33-6 

27.6 

000 'ons 

266,560 243,882 

63,601 

54,874 

23-9 

22.5 

Bunker coal ooo tons 



18,619 

15,617 



Total OOO tons 

266,560 243,882 

82,220 

70,491 

30.8 

28.9 


® Sources: Final Ref arts, of the first and third censuses of production, 1907 and 19305 
Annual Statements of Trade of the United Kingdom, Great care has been taken to make 
the export apd output figures comparable, but more than approximate comparability is 
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Table 2 — Contmued 

Gross Output and Exports in Selected United Kingdom Industries 

1907 AND 1930® 


(£000, unless otherzoise 

GROSS output 

indicated') 

EXPORTS 

EXPORTS AS 

PERCENTAGE 

OF OUTPUT 

Industrial Grouf 

jpoy 

jpjo 

jpo 7 

ipjo 

1907 

1930 

Other Trades 

Electrical 

Machinery 

4,312 

21,164 

996 

6,434 

23.1 

30.4 

Goods and apparatus 

2,865 


668 


23-3 


Lamps, wireless valves 


4,164 


923 


22.2 

Other wireless apparatus 


6,870 


851 


12.4 

Total machinery, goods, 
wire and cable, etc. 

12,439 

68,298 

3,466 

15.957 

27.9 

23.4 

Road vehicles 

Complete motor cars no. 

9,800 

o' 

0 

2,300 

22,712 

23-5 

1 1.3 

Motorcycles, tricars no. 

3,800 

125,030 

800 

42,631 

21. 1 

34*1 

Cycles (not mechanically 
propelled) no. 

623,800 

882,105 

0 

0 

0 

U 7 >H 7 

16.4 

28.0 

Total motor cars, all cycles 
and parts (exc. tires) ^ 

1 1,900 

102,500 

2,666 

14,319 

22.4 

14.0 


Silk and rayon yarns and 

m’frs, exc. apparel^ . . . 29,573 . . . 1,556 . . 5.3 

Hosiery 000 doz. prs/ 

Stockings and hose . . . 24,029 . . 3>309 . . 13.8 

Underwear . . 3,509 . * 416 ... 4.9 

Wooden furniture and cabi- 

netware ^ ... 22,723 1,129 ••• 5*0 

unattainable. There are two major sources of error: exports are f.o.b. and output figures 
value at the factory, thereby overstating the importance of the former 5 secondly, except 
w’here very rough estimates free of duplication are made by the census, the relative 
importance of exports is seriously understated to the extent, that the gross output figures 
involve double counting, the value of goods sold by one firm to another within the 
industry for further fabrication (e.g., cotton yarns sold to weavers) appearing in the 
gross sales values of both. 

^ Output figures are free of duplication. 

^ Output of finishing trades is apportioned between the various textile industries and 
included therein. Cotton piece goods output for 1907 linear, for 1930 square, yards. 
‘^Considerable duplication in output figures. 

® 1924 data show a much higher proportion of exports: of stockings and hose 20.5 per- 
cent, of underwear 10,7 percent, 

/ Comparison is very rough, the share of exports being overstated, as a large part of 
output escaped record due to exclusion of small firms. While exports were £1,129,000, 
retained imports were £874,000, 
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The contrast between all the older staples and the expanding British 
industries o£ the twentieth century is striking. Producers of electrical 
goods (other than machinery), automobiles, silk and rayon, hosiery, and 
furniture concentrate primarily on domestic demand, and in many cases, 
before the tariff, they were able to meet only a relatively small share of 
that demand.^ It goes without saying that this is true of the other leading 
expanding lines of employment — building and building materials, gas, 
water and electricity supply, and various service and distributive trades,^ 
where in the nature of the case exports are impractical. 

Table 2 indicates the sharply declining importance of exports in Brit- 
ish industry during the years 1919-39.^^ This decline had two aspects: a 
shift toward a greater relative importance of those industries in which 
exports were at all times less important and a decreasing importance of 
exports in each individual industry. The table shows some exceptions to 
the latter trend: electrical machinery, textile machinery, motorcycles, 
and bicycles. Nevertheless, for each larger category of which these are a 
part — machinery, electrical products, road vehicles — the proportion of 
exports fell. Even in those instances where it rose, by far the greater ab- 
solute expansion was for the home market, except for textile machinery, 
increased exports of which reflect less the strength of that industry than 
the relative stagnation of Britain's own textile manufactures. 

The nineteenth century, then, produced in England an economy rest- 
ing upon a few staple industries, themselves peculiarly dependent upon 
foreign markets. England’s superiority in these industries had been dis- 
appearing long before 1914, as others learned to produce the old products 
better and more cheaply and began to sell them abroad more aggressively. 
After the first World War new products and new methods, the result of 
changing technology and shifting consumer tastes, further increased the 
pressure of competition upon the older trades. 

® Although exports of automobiles were in 1907 almost one-fourth of production, the 
preponderant importance of the home market is indicated by the fact that in that year 
imports were almost twice as large as exports. Similarly, a rather high percentage of 
finished silk manufactures were exported in 1930: over one-third of the silk piece goods 
(wholly or partly of silk) produced. However, retained imports were twelve times 
the size of exports, British products thus supplying only about one-seventh of the home 
market. 1930 Census, I, 127. 

^ This is not to ignore the very important exports of shipping, banking, insurance, and 
other similar services. Howeverj in all such cases, British greatness was firmly rooted 
and grew during the nineteenth century. Shipping and banking were in a sense also 
staple trades of the pre-war British economy. 

It must be noted, however, that 1930 was a year of incipient depression, when ex- 
ports contracted more than output. 
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To these secular problems the war added its own. War industries ex- 
panded far beyond peacetime needs and were left, when peace came, 
with excessive plants built at high prices, heavy fixed charges, and high 
unit costs because of their having to run at less than full capacity. From 
191 1 to 1921, the number of persons (in Great Britain, ten years of age 
and over) engaged in coal mining and the manufacture of metals, imple- 
ments, machines, and conveyances increased 30.6 percent, continuing and 
aggravating a disproportionate growth in the first decade of the century, 
while the total gainfully employed population increased only 5.5 percent. 
The price inflation of the post-war boom increased many of these malad- 
justments. The cotton industry, spurred by a heavy temporary foreign 
demand, and shipping and shipbuilding, starved of capital during the 
war, went heavily into debt at high interest rates, in expectation of con- 
tinued soaring prices and profit margins.^- There were also great wage 
disparities between various industries and disparities also between wages 
and the rapidly fluctuating price level, a situation which led to bitter 
strikes, notably in coal and railways. For six full years, 1914 to 1920, 
years which themselves succeeded a boom decade, industry was shielded 
from the necessity for normal adjustments. Inefficient firms remained in 
business, money costs soared, and normal stimuli to reduce costs were 
largely inoperative.^^ 

Basically, however, the need for adjustment was greater than ever. 
For meanwhile foreign markets had been closing. Exporting industries 
had been cut off from their markets, and competitors in the United States 
and Japan, and in protected domestic industries, w^ere springing up to 
fill the gap.^^ The demand for coal was cut by war-induced conservation 
measures and by the development of substitutes, for iron and steel and 
machinery by a general post-war scarcity of capital and hence diminished 
investment demand, for ships by the slow recovery of wmrld trade. In 
1928, when the volume of sea-borne trade was about at 1913 levels, the 
world’s merchant fleet was about 50 percent above its 1913 tonnage.^*' 

^^From 1901 to 19 ii, according to the census of population, the total gainfully em- 
ployed population increased by 12.5 percent, those engaged in coal mining, and the 
manufacture of metals, machines, and conveyances by 26.7 percent. 

New domestic issues in 1920 were £325 million, according to the Midland Bank; 
this compares with the highest figures thereafter of £219 million in 1928 and £176 in 
1927. See especially Henry W. Macrosty, ‘^Inflation and Deflation in the United States 
and the United Kingdom, i9i9-'23,” J.R.S.S., XC (1927), 71-72; Grant, A Study 
of the Capital Market in Post-War Britain, pp. 136-41. 

Clay, The Post-War Unemployment Problem, pp. 19-23, 88-92. 

See Balfour Comm., Survey of Overseas Markets, pp. 9-21. 

Liberal Industrial Inquiry, Britain's Industrial Future, p. ii. 
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When the slump came, it was the heavy staple exporting industries 
which were hardest hit. For a time it was believed that the difficulties 
were simply a temporary result of the disruption and uncertainty of the 
world economy after the war, as in large measure they were. Peace and 
the return to normalcy would, it was felt, bring a return to prosperity. 
However, though Britain did benefit from the ensuing revival of world 
trade, these industries by no means recovered fully. General improve- 
ment from 1923 on and mild prosperity in the late twenties left the staple 
industries and special areas still severely depressed, because of the failure 
of their exports.^® 

Underlying Explanations 

Although the bulk of discussion about the problems of British in- 
dustry in the inter-war period stressed British mistakes, faults, and short- 
comings, there can be no doubt that the basic causes were secular, im- 
personal, and inevitable. 

From perhaps 1875--1900 a new technology has been emerging to 
take the place of the ^^paleotechnology” of coal, steam, and iron and steel. 
It is a technology of physics and chemistry, of the scientific industrial 
research laboratory, of electricity and petroleum, the dynamo and in- 
ternal combustion engine, nonferrous metals, special-purpose alloys, and 
synthetics. In its emphasis on machine-standardized-mass production, the 
new technology is merely an intensification of previous development. 
But change in techniques, sources of power, and materials has been so 
great and so rapid that it amounts almost to a change in kind.^*^ 

Britain had excelled in the old. She had had special advantages — 
ideally situated coal (and, for a time, iron), cheap transportation, giv- 
ing her easy access to foreign raw materials and markets, a skilled labor 
supply, and an ample head start.^® It was inconceivable that she should 

Association, Britain in Defression^ pp, 6-1 1, 

See Lewis Mumford, Technics and. Civilization, New York, Harcourt Brace, 1934, 
chap, v; Thorstein Veblen, Absentee Ovmershif, New York, Huebsch, 1923, pp. 258—59, 
264—66, 270-72. 

^®The importance of wars and other noneconomic factors in giving her this head start 
has often been ignored. Before 1789 or 1763 it would have been difficult to predict that 
England would surpass France. By 1815 the result was clear. Although England had 
other advantages, it is interesting to speculate what would have happened had Louis XIV 
built a navy and preferred overseas to continental expansion, had England not won a 
colonial empire from France, or had there been no devastating Napoleonic wars on the 
continent. 
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have similar advantages^ most of them necessarily transitory, in the new.^^ 
In fact, it would seem almost inevitable that the new technology develop 
elsewhere, in countries with different natural advantages and aptitudes 
and less hampered by a business leadership trained and steeped in the 
traditionally successful methods as well as by a heavy capital investment 
in the old. 

Even without radical changes in world techniques it was inevitable 
that England should lose her relative advantages. Gradually, and long 
before 1914, the great staple trades lost their quasi-monopoly. Cotton, 
one of the first industries to be transformed in the eighteenth century, 
was one of the easiest for others to copy. Britain’s portion of the world’s 
total spindleage declined from 54 percent in 1881-84 to 39 percent in 
1913, although in absolute terms her growth was rapid.-^ Her pig iron 
and steel output were exceeded by America and Germany long before 
1913, and her share of the world’s total production of both declined 
rapidly.^^ Superior foreign resources were one factor, real costs of coal 
in Britain were already rising, and she was increasingly dependent upon 
foreign iron ores. Technical changes also helped undermine her position: 
for example, the decline of wrought iron, in which British leadership de- 
pended largely on the high degree of skill involved in its production, 
and the Thomas process, permitting the use of the great continental 
phosphoric ores. Nevertheless, Britain imported more and more ore and 
pig iron, specialized increasingly in the higher stages of manufacture, 
and her industry grew steadily.^- 

In addition, consumer demand has changed radically, especially since 
the World War, to the direct and indirect detriment of Britain. For one 
thing, the particularly heavy depression of primary producing countries 
hurt English producers only less than it hurt the suffering countries them- 
selves. Far more than most other manufacturing countries, she depended 
especially on these areas for markets.^^ Not only did these markets buy 

Jevons predicted in 1865 that Britain’s cheap coal and technical leadership would 
prove but transitory advantages, and he foresaw poverty and unemployment as the 
ultimate consequences. T/ie Coal Question, especially Preface to second edition. 

Allen, British Industries, pp. 215-165 Edgar Crammond, “The Economic Relations 
of the British and German Empires,” J.R.S.S., LXXVII (1914), 783-85, 817. 

Allen, of. cit.y pp. 91-925 statistics in M. S. Birkett, “The Iron and Steel Industry 
since the War,” J.R.S.S., XCIII (1930), 372—73. 

22 Allen, of. cit., pp. 88, 92-96. 

Taking the first ten of British markets in 1928 which can be fairly accurately described 
as primary producers and manufacturing countries, respectively (on the one side, India, 
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less, they also bought goods of poorer quality, supplied to them at very 
low prices by competitors of England, employing relatively unskilled 
labor. In addition, the depression and mechanization of agriculture forced 
labor oS the land, and these countries began, aided by protective tariffs, 
to produce a larger proportion of the manufactures which they previously 
had imported.-^ 

A large portion of the world’s income previously expended for pri- 
mary commodities was released by declining need for them and by their 
falling prices. But the demand so released, as well as demand created 
by generally rising incomes, failed to turn appreciably to British manu- 
factures. Instead of demanding fine, durable British cottons and woolens, 
china, or cutlery, consumers in protected markets, subjected to high- 
pressure salesmanship, turned to new mass-produced cheap luxuries — 
silks and rayons, radios, automobiles, household gadgets, movies, phono- 
graphs — and to home market goods and services — electric light, news- 
papers and books, sports, housing, and leisure.^® Almost none of these new 
demands offered Britain compensation for her losses in the old lines. In 
producing the newer goods, where fresh mechanical and marketing tech- 
niques were involved, Britain failed to take anything like the pre-eminent 
position she once enjoyed. It was scarcely conceivable that she should. 
Consider how much better adapted to the new production was United 
States industry, with its mechanically ingenious leadership, its younger 
and bolder ^^captains of industry,” its expansive and less conservative 
home market. British tastes, like British industrial methods, continued 
to stress workmanship and quality, although undoubtedly greater adapt- 
ability in industry and in marketing would have produced corresponding 
changes in taste. 

Britain was undoubtedly hampered by the lack of a market as broad 
and as uniform as that of America, a market for which she might produce 

Australia, Eire, Canada, South Africa, Argentina, New Zealand, Brazil, Straits Settle- 
ments, Egypt, on the other, the United States, Germany, France, the Netherlands, Belgium, 
Japan, Sweden, Switzerland, Poland and Czechoslovakia), we find that the former took 
45.6 percent, the latter 26.4 percent of Britain’s total exports of home products. 

Allen, British Industries , pp. 2 78— 805 Robertson, Economic Essays and Addresses^ 
pp. 163-69 j Pigou and Clai*k, The Economic Position of Great Britain^ pp. 26-29. It will 
be recalled that the British enclosures and the related agricultural advances of the cen- 
tury before 1750 provided a body of landless labor which was one condition of the rise 
of mass industry. 

Siegfried, England's QrisiSj pp. 114—19. Cf., on a more optimistic note, Plummer, New 
British Industries in the Twentieth Century; also Loveday, Britain and World Trade^ 
pp. 86-925 Ohlia, The World Economic Depression^ Pp. 19-25. 
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standardized products on a large scale. Her markets were diverse, un- 
regimented, and variegated 5 and none of them was secure, for competi- 
tion and tariffs made them all precarious. The resultant production of a 
great range of products on a small scale in small individual productive 
units is well illustrated by the engineering industry. British machine 
makers rely on a high degi-ee of skill and an equipment of general- 
purpose tools to manufacture a much greater variety of products than are 
put out by individual American plants organized for mass production. 
This description may, very broadly, be taken as true of British industry 
generally, in contrast with the American. British producers had to de- 
pend on exports for a regular large portion of their sales, unlike many 
American and German producers, for whom exports were often a “sur- 
plus’^ which might be sold merely to cover direct costs. Besides, the un- 
protected home market would not bear all the overhead 3 any discrim- 
inatory price policy would at once bring increased imports. 

These various factors were essentially secular and inevitable, Britain’s 
competitive power was deteriorating because of the spread abroad of the 
old technology and of new products and methods in which she was, if 
anything, positively handicapped by nature, by the inadequacies of her 
market, and by indoctrination in the old methods, and finally because of 
the not unrelated changed nature of world demand. The spread of power 
machinery for the most intricate operations made her skilled labor supply 
much less of an advantage and its customary high wages a positive disad- 
vantage, As a result, British goods were in many cases simply too ex- 
pensive. Their high prices were often no longer even justified by better 
quality, as modern standardized mass production in many lines combined 
quality with cheapness.-® 

If British industry were to regain its position after the World War, a 
drastic renovation of its methods and plant was necessary. Its very back- 
wardness in turn made such renovation extremely difficult. Industry 
came out of the war and post-war boom in poor financial condition, and 
demand for its products was weak. Excess capacity, overcapitalization, 
heavy fixed charges made it difficult for iron and steel, cotton, coal, and 
shipbuilding even to set aside sufficient reserves for depreciation, let 
alone to finance a comprehensive program of scrapping and rebuilding. 
The credit of these industries was low. An excess of intensely competitive 

Over and over one finds the complaint, especially in the Far Eastern markets, %vhere 
price was a prime determinant, that British producers were being undersold. For example, 
Board, of Trade Journal (hereinafter B. of TJ.), CXXVI (1931), 627-28. 
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small unitSj of varying grades of efficiency, increased their difficulties. 
Attempts at amalgamation often merely perpetuated their overcapitali- 
zation, because of the high prices exacted by those selling out. Bankruptcy, 
slow in any case, was further retarded by the unwillingness of banks to 
force reorganization upon their failing debtors. Here was a vicious circle 
of competitive weakness, because of their failure to reorganize, bringing 
financial weakness, and financial weakness in turn making it impossible 
to attract the capital necessary to effect reorganization. 

On the other hand, the major foreign competitors of Great Britain 
had special advantages. The collapse of the mark wiped out German busi- 
ness debt, and her industrialists promptly took advantage of their clean 
slate, their great profits of the inflation (worthless except when imme- 
diately reinvested in goods), and the influx of foreign capital, to install 
the most modern equipment. In France and Belgium to similar benefits 
of currency depreciation were added heavy government expenditures for 
reconstruction of war-torn areas. England returned instead to pre-war 
parity, and the burden of business debt incurred in the days of soaring 
prices was thereby magnified many times.^’^ 

The burden of a vastly increased government debt was also intensified 
in the same wayj this, plus the expanded costs of normal government 
operation, largely because of the ^^social services,” also diminished the 
capital available to British industry. The cost was born primarily by ex- 
tremely heavy increases in income and inheritance taxes, which were 
probably partly responsible for the decline of private and business sav- 
ings in Britain after the war.^^ Henry Clay attributes the inability of the 
old traditionally self-financing industries to finance their own rehabilita- 
tion in large measure to heavily increased taxes on their profits.-^ 

Clay, The PosUWar U n employment Probleniy pp. 98—102. 

See below, pp. 137-38. See, however, Grant, The Capital Market in Post-War Britain^ 
p. 1 81. There were other greatly increased taxes which injured British industry, notably 
the local rates, which were until 1929 a major means of financing the social services, and 
vhich were particularly pernicious in their incidence. See Liberal Industrial Inquiry, 
Britain^ s Industrial Futurej pp. 433—365 Dennison, The Location of Industry and the 
Depressed AreaSj pp. 82-865 P.E.P,, Report on the Location of Industry^ P* 71* The pay- 
roll tax levied to finance the unemployment insurance scheme was in effect a tax on em- 
ployment: the levy thus committed the error of contributing to the problem which the 
scheme sought to alleviate. 

^^The Post-War Unemployment Problem^ pp. 138—45 5 also Thomas, British Banks and the 
Finance of Industry, pp. 218—28. E. M. Burns contends in a review of Professor Clay’s 
book that this self-financing was the cause of the excess capacity which plagued these in- 
dustries after the war, and deserved to be discouraged. Amer. Econ, Rev., XX (1930), 316. 
There seems little merit in this argument. Wartime and post-war overexpansion would 
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Largely because of this scarcity of capital from the usual sources^ there 
was mounting complaint in the 1 920^8 of the inadequate facilities offered 
by the British banking system and new issue markets to home industry. 
Exporters complained of a lack of credit facilities for the intermediate 
financing of exports of capital goods, while American and German firms, 
they asserted, were getting foreign contracts by virtue of such assistance 
from their banks.^^ Since British industry had previously been accus- 
tomed to finance capital extensions in large measure by reinvestment of 
profits, with outside aid, if any, coming from local banks and investors, 
and since, on the other hand, the London banks and issue houses had con- 
centrated largely on short-term credits to finance domestic and foreign 
trade and on long-term foreign issues, the contact between British in- 
dustries and the London money markets was not very intimate. In con- 
sequence, when, in the post-war period, domestic industry lacked suf- 
ficient internal capital, complaints about the foreign investment bias of 
London became persistent. Again the question arose as to whether, in her 
new and more vulnerable international position, Britain could afford to 
lend abroad freely, while industries at home had difficulty in obtaining 
accommodation.^^ 

It is not easy to demonstrate that London showed uneconomic bias in 
favor of foreign issues. The prospective returns from foreign investments, 
and at least until 1929 the actual returns, really were higher than on 
domestic investment.^^ With the prosperity of the late twenties there 
was a veritable new home issue boom, particularly in newer British in- 
dustries, which needed fresh capital and promised high returns.^^ Com- 
plaints against the British credit system were a result of the altered com- 
petitive position of the staple industries, and of their consequent need 
for outside capital. A re-examination of traditional British attitudes toward 

liave occurred regardless of the type of financing. Furthermore, excess capacity was the 
result of a subsequent decline in demand, not an initial cause of the difficulties of these in- 
dustries. In any case, the fact remains that the}' did suffer a scarcity of capital during the 
1920’s. 

MacM. Comm., Refort^ pp. 170—71, Evidence^ I, iiSj Balfour Comm., Fin-al Report^ 
pp. 48— 4.9 j Thomas, British Banks and the Finance of Industry ^ chaps, vi, especially, 
pp. 246-50 ff. 

See Allen Rather, Is Britain Decadent? London, Sampson Low, 1931, p. 525 MacM. 
Comm., Report^ pp. 161-675 Clay, The Post-War Unemployment Problem^ pp. 188-89. 

Siegfried, England^ s Crisis^ pp. 160— 635 for pre-war investments see Cairncross, ^‘Did 
Foreign Investment Pay?,” Rev. Econ. Studies^ III (1935)1 73“75> P* Lehfeldt, “The 
Rate of Interest on British and Foreign Investments,” J.R.S.S., LXXVI (1913), 204-5. 

Grant, The Capital Market in Post-War Britain^ pp, 143—46. 
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the function of banking and toward foreign lending was probably neces- 
sary. Such a re-examination, however, would probably have involved the 
substitution of a new system with ^^uneconomic” bias, according to the 
old standards : that is, a refusal to leave foreign lending entirely to con- 
siderations of maximum individual prospective gain. If this was required, 
however, it was because of the new situation, not because of inherent de- 
fects in the old system. Thus, after 193I5 with the cheap-money policy 
and abatement of pressure of heavy foreign lending upon limited capital 
resources, with British business becoming increasingly solvent and de- 
creasingly dependent upon bank credit, these complaints became less fre- 
quent.^"^ 

British Inadaptability 

Under the circumstances, it is not surprising that one heard much dur- 
ing the inter-war years about the deterioration of the British spirit, the 
laziness and unreasonable demands of labor, the indolence and rigidity of 
business leaders. There is much truth in these accusations. Seen in proper 
historical perspective, however, these facts seem clearly to result from 
the changed conditions rather than a change in British character. British 
goods at one time almost sold themselves. Real wages had risen for a 
century, and British labor had not become any less skilled. Naturally la- 
bor fought any reduction of its standards of living. Naturally British 
industrialists were reluctant to scrap their plants. And naturally British 
labor and business, trained in the old technology, could not lead in the 
new. Even a true deterioration of business leadership, third- and fourth- 
generation indolence, is in a sense responsive to the laws of economic 
change and an inevitable concomitant of success. 

It is difficult, especially for an outsider, to generalize about the rela- 
tive efficiency of ^^British business.” Inefficiency and efficiency exist side 
by side in all countries and industries, and England is no exception. Never- 
theless, it would certainly seem, partly because this is precisely what one 
would expect, that British business men were, as a class and particularly 
in the older industries, less adaptable, less modern, less efficient than 
many of their foreign competitors. The hard days of the twenties gradu- 
ally forced some readjustment in these respects, and the thirties even 
more. But in general the informed consensus of opinion seems to be that 
British business leadership was backward and uninspired.^^ 

Ibid,, pp. 1S6-8S. 

Liberal Industrial Inquiry, Britain? s Industrial Future, p. 42 j Heaton, The British Way 
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English business men were slow to scrap obsolete plants and to in- 
stitute the highly mechanized standardized operations which foreign 
competitors were employing. They did not suiEciently appreciate the 
possibilities of scientific industrial research. “Practical” men, accustomed 
to the rule of thumb and traditional methods, held sway. The most mod- 
ern research laboratories were those of industrial giants in newer lines: 
Imperial Chemicals, Metropolitan-Vickers, General Electric. Although 
the state-aided industrial research associations made considerable progress, 
a good deal of the work consisted merely of routine testingj and, espe- 
cially in the staple trades, there prevailed a considerable apathy toward 
practical utilization of the products of the research.^^ 

In the face of increasingly aggressive foreign sales policies, the British 
displayed an attitude amounting almost to apathy in many cases. This 
comparative lack of aggressiveness in foreign markets seems long to 
have been a British characteristic,*^^ but it now became especially serious. 
British merchants seemed loath to leave the relative comforts of foreign 
coastal cities to develop inland trade j their sales staffs seemed to be less 
active, less solicitous of local tastes and desires and credit needs.^® The 
continued use of traditional merchant houses for the marketing of a 
great line of exports, while foreign manufacturers (and some of Britain’s 
newer trades) were selling abroad directly with their own organizations, 
was another instance of this gentlemanly lethargy. Neglect of foreign 
markets, except within the empire, where a closer cultural link and tariff 

to Reco^very, p. 32. These generalizations are based primarily upon the experience of the 
older staple trades. The general picture in the new lines in all these respects, from tech- 
nological progress to quickness to ^‘co-operate’’ and “stabilize,” seems rather strikingly 
different. This again emphasizes the conviction that the inadequacies of management were 
primarily a result of more basic long run factors, rather than themselves an independent 
cause. 

3 ® Balfour Comm., Final Refort, pp. 212-18 5 Gr. Brit, Economic Advisory Council, 

Committee on New Industrial Development, Report, 1932, especially, pp. 10-16. 
s^See Ross J. S. Hoffman, Great Britain and the German Trade Rivalry, 

Philadelphia, U. of Penn., 1933, p. So, chap, i and fassim; Alfred Marshall, “Memoran- 
dum on the Fiscal Policy of International Trade,” Official Papers, London, Macmillan, 
1926, pp. 405—6, and Industry and Trade, Bk. I, chap, v, fassim, 

Siegfried, Fn^land^s Crisis, p. 27. It seems almost ludicrous, for example, that a com- 
mission inquiring into the failure of Sheffield goods to sell 'well in South America should 
have to recommend, among other things, that “Catalogues should always be in the lan- 
guage of the country,” or that “Terms of payment should, where necessary, be extended 
to meet foreign competition.” B. of T,J., CXXVI (1931), 259-60. 

The merchant houses, with their established connections and wide experience, still have 
a useful function, particularly for the smaller producers who cannot afford to set up their 
own organizations. P.E.F., Report on International Trade, pp. 131— 
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preference made export easier, was further encouraged by cartel agree- 
ments and by the relatively greater recovery of the home market demand 
after 1931.^^ 

To many of the problems of British industry the only answer was co- 
operative industry-wide reorganization, to eliminate the dead wood and 
secure the advantages of large-scale organization. Surplus capacity in a 
welter of small competing firms could be overcome only by full-time op- 
eration of the more efficient units and closing down of the technically 
backward. The financially weak had to be eliminated or absorbed by firms 
with strong credit, who could borrow to tear down and to rebuild along 
modern lines. The answer to the marketing problem for a great number 
of small concerns was co-operative selling. Amalgamation and plant 
specialization were the only solution for small-scale unstandardized out- 
put by firms each making a variety of products. British business men, 
however, typically displayed a suspicious individualism. Jealousy, vested 
interests, and lack of concern all stood in the way of reform. 

In most industries, however, even in the most intensely individualistic 
ones, there has been a change in this regard, under the pressure of ad- 
versity and government action. British business, indeed, seems to have 
learned only too well to “co-operate.” The government has actually had 
to impose* reorganization by law only in a few cases, notably in coal and 
cotton textiles. In other cases it gave sufficient inducements to force re- 
organization upon recalcitrant groups — notably a tariff to iron and steel 
and a subsidy to tramp shipping, both conditional upon thoroughgoing 
reorganization. In all cases, its mere protection of the domestic market 
made business combination much more feasible, for obvious reasons.^ ^ 

The result has been no less than a transformation of the British econ- 
omy. Few markets remain which are free from some form of virtually 
unsupervised business co-operation and self-regimentation. There has 
been an almost unanimous abandonment of price competition, and scarcely 
less widespread are schemes, in endless variety, for output control, co- 
operative marketing, and restriction against the entrance of outsiders. 
Distributive channels are closely guarded by boycott, rebates, price main- 
tenance, tying contracts. The schemes vary in effectiveness as widely as 

See ihtd..y pp. iz9“42 5 Liberal Industrial Inquiry, Britain's Industrial Future^ pp. 133- 
35 i Balfour Comm., Final Refort^ pp. 157 if. 

These and the following* general comments upon the concentration movement in British 
business are based almost exclusively upon the two definitive studies, Ben W. Lewis, Price 
and Production Control in British Indttstry^ and Lucas, Industrial Reconstruction and the 
Control of Comfetition, 
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they do in form, but the psychology of controlled competition is wide- 
spread and generally accepted. 

The basic explanation for the spread of this movement, at least in the 
staple trades, lies in low profits, surplus capacity, and the consequent 
rigors of competition. The psychology was defensive. The justification 
was the undoubted need for technical reorganization. In the newer in- 
dustries, however, where the movement first made headway, the psy- 
chology was more aggressive, resembling, rather, the apparent motivation 
of the American trust movement. Rayons, chemicals, automobiles, and 
electrical equipment were unimpeded by individualistic traditions or by 
small, vigorously competing units ^ the incentive of monopoly profits 
was undoubtedly strong. With the general tariff and the recovery that 
followed, the movement gained rather than lost impetus, and it can no 
longer be said that in general the attitude was defensive. Hence, there 
was in Britain growing alarm about the dangerous potentialities of the 
new system of control in a period of rising prices, and this alarm was little 
abated by the record of the reorganized industries. True, the “combines” 
or associations have apparently not pursued unreasonable or extortionate 
price policies. Nor has output control been particularly restrictive. 

The dangers are somewhat different. Instead of solving the problem 
of industrial stultification and stagnation, the new type of industrial 
control and the tariff have tended to intensify it. In practice the major 
focus has been on the suppression of competition rather than on technical 
reform and rehabilitation. Far from weeding out weak firms, these static 
defensive measures all aim to preserve existing equities, to permit all 
firms, efficient and inefficient, to retain their share of the market or be 
bought off at the best price that can be exacted. Prices are set regularly at 
levels “intended to be fully remunerative, even to most of the less 
efficient . . . sufficiently profitable, in fact, fully to satisfy these mem- 
bers and feep them in line.’ ” High-cost firms are preserved by giving 
them a right to a quota share in a protected market; or they are bought 
off, as in the “reconstruction levies” upon the shipbuilding, flour milling, 
and cotton textiles industries, whereby the cost of buying out weak plants 
is saddled upon the industry as a whole (and upon the consumer) for an 
indefinite period. This is not to say that there has not been considerable 
technical progress in British industry. But in most cases such progress 
can scarcely be attributed to the business combination or to the super- 
structure of price and output control. 

^-Ben W. Lewis, Price and Production Control in British Industry, p. 21. 
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These new developments are no solution for the export industries. To 
the extent to which their decline was inevitable (e.g., because of an in- 
crease of economic nationalism), moderate price control, programs for 
scrapping excess equipment, and the like mitigated the harshness of in- 
evitable depression and were perhaps salutary in the short run. To the 
extent to which the problem was one of relative inefficiency and remedi- 
able inability to compete in world markets, as in part it was, price controls, 
tariffs, and similar methods of preserving the unfit were precisely the 
wrong answer. Each individual industry has been sheltered from the salu- 
tary long-run effects of competition as well as from the distressing short- 
run effects, and no substitute has been created to protect the welfare of 
the economy as a whole. Such a shortsighted muddling system of stop- 
gaps runs the risk of sacrificing the long-run welfare of the British people 
and of British industry itself."^^ 

^Tf capital was stupid, labor was stubborn.” In the face of stern com- 
petition and the need for downward cost adjustment, it seems clear that 
British wages were too high and too inflexible on the downward side, 
during the 1920’s. However, wages in the unsheltered export industries 
fell heavily after 1920 5 the really rigid wages were in the sheltered 
home-market industries. Rigid wages could hence have hampered ex- 
ports only indirectly, by sustaining such ^^sheltered” costs as railroad 
rates, for example.^^ Perhaps more important obstacles in the export in- 
dustries were the various conservative union rules and restrictions — limi- 
tations on the use of labor-saving devices, on machines permitting sub- 
stitution of semi-skilled for skilled workers, on piece-work payment — 
and jurisdictional controversies, especially in shipbuilding and other 
branches of engineering. These were the products of the same defensive 
conservative psychology which in business led to restriction of competi- 
tion. They were equally understandable and equally dangerous, in the 
long run. However, it should be noted, the ability of unions to enforce 
such restrictions was likewise particularly weak in the depressed staple 
trades.^® 

See Real Threat to Our Exports,” Economist j CXXXIV (1939), 2345 Alfred 

Marshall, “Memorandum on the Fiscal Policy of International Trade,” Official Pafers^ 
pp. 408—9 j Findlay, Britain under Protection^ chap, ixj Ben W. Lewis, Price and Produc- 
tion Control in British Industry^ pp. 32—33, 

Heaton, The British Way to Recovery^ p, 32. 

Balfour Comm., Final Refortj pp. 70—73, 88? Clay, The Post-War Unemfloyment 
Problem^ pp. 96-97, and “Unemployment and Wage Rates,” Econ. Jour,^ XXXVIII 

(192S), 6-7, 12. 

Liberal Industrial Inquiry, Britain^ s Industrial Future^ pp. 146-475 Balfour Comm., 
Final Refort^ypp. 97, 239-425 Cole, British Trade and Industry ^ pp. 341-42, 
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However understandable it may have been, the unwillingness of the 
British people to yield any portion of a high living standard, as evidenced, 
for example, by the system of unemployment insurance paid by a payroll 
tax or by the inadequacy of available capital, handicapped British indus- 
try in its struggle for existence.*^ A loss of competitive ability may well 
necessitate a decline in both money and real wages if industry is to con- 
tinue to find foreign markets. In a regime of international competition, 
particularly for a country in such a precarious position, suppleness and 
adaptability are at a premium, and these Britain lacked.^® But the basic 
causes for the difficulties of the export industries are not to be found in 
mistaken policies. ‘^Excessively high” British standards of living did not 
cause the depression of the staple trades j the depression was what made 
these standards excessive. At the same time, it must be noted at this point 
that British industry was not stagnant in these years. The productivity of 
labor rose substantially, justifying a more than slight rise in real wagesd^ 
Some industries expanded rapidly. Although the years 1927-29 were 
scarcely characterized by boom conditions, they were prosperous years, 
except in a few special areas. And in the thirties British industry in gen- 
eral experienced a revival and boom which rivaled any in pre-war years 
and was the envy of those who had too quickly forecast its demise. 

Nevertheless, these special trades and areas were so crucial and their 
problems so acute that they must be studied in greater detail. With this 
examination we shall have told most of the story of decline, or relative 
decline, and we shall be able to proceed to the story of adjustment and 
recovery. As a whole the period 1919 to 1939, despite the dreary picture 
so far painted, was one of rising productivity and improved standards of 
living. But it was a very different industrial structure on an altered base 
which survived and came into view. 

Andre Siegfried makes much, indeed too much, of this ‘‘moral deterioration^* of the 
British people, their inability to tighten their belts, England's Crisis, pp. 27-28, 91-^05, 
132, I75-77- 

See Loveday, Britain and World Trade, pp. 147—81. 

See pp. 264-65, below. 



VL THE DECLINE AND ADJUSTMENTS 
OF THE STAPLE TRADES 


} T IS SCARCELY an oversimplification to say that the industrial supremacy 
o£ Great Britain was founded on three products — coal, iron and steel, 
and cotton textiles. It is even less an oversimplification to say that the 
difficulties encountered by British industry in recent years have been, pre- 
eminently, the difficulties of those same three trades. 

Coal 

If coal was the very heart of the old industry, it constituted most of 
the body of the old foreign trade. Though comprising only 9 percent of 
the total value of British exports in 1924, it accounted for no less than 82 
percent of the total tonnage.^ Were it not for these heavy exports, ships 
bringing in bulk food and raw material imports would have had to leave 
British ports almost entirely in ballast. Coal benefited from low outgoing 
freight rates which the shipping companies were thus willing to charge, 
and at the same time it made possible low freight rates, which made for 
shipping supremacy, cheap food, cheap raw materials, and cheap exports.^ 
The plight of coal since 1914 is both the evidence and the result of 
change in the old industry. As Table 3 shows, the steady secular ex- 
pansion of coal production in England which characterized the century 
before 1914 gave way immediately after the war to an abrupt decline, 
which has since persisted. In all years except 1923-24 the output was far 
belowthe 1909-13 annual average of 270 million tons. Exports and bunk- 
ers, while only one-third of total output in 1913, were the exclusive causes 
of this reduction, accounting for 45.7 of the total output decline of 47 
millions in the period 1913 to 1937. Domestic consumption was secularly 
extremely stable, although it fluctuated cyclically. 

The entire world coal-mining industry was subject in these years to 
two factors which seriously reduced demand: increased use of substitutes 
(hydroelectric power, oil, and lignite) and much more efficient measures 
of fuel conservation.^ As a result, world output expanded at a greatly re- 

^ Balfour Comm., Stirmy of Overseas Markets, p. 4. 

2 Jevons, The Coal Question, pp. 253-76. 

^ Leag'ue of Nations, The Froblem of the Coal Industry (Publications II, 1929, No. 19), 
pp, 6-7* The proportion of the world’s merchant marine adapted to the use of oil increased 
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Table 3 

United Kingdom Production and Exports of Coal ^ 

MILLIONS OF GROSS TONS i MILLIONS 


Ex forts a?id 


Year 

Outfut 

Ex forts 

Bunkers ^ 

Bunkers 

Outfut 

Ex forts 

i860 

80.0 



7 - 3 ^ 

10.0 

3-3 " 

1880 

147-0 



18.7^ 

62.5 

8 . 4 '^ 

1900 

225.2 

44.1 

II. 8 

55.8 

I2I.7 

36.4 

1913 

287.4 

73-4 

21.0 

94.4 

145-5 

50.7 

1924 

267.1 

61.7 

17-7 

79-3 

251.7 

72.1 

1929 

257.9 

60.3 

16.4 

76.7 

173.2 

48.6 

1932 

208.7 

38-9 

14.2 

53-1 

138.4 

31.6 

1935 

222.3 

38-7 

12.5 

51.2 

144.5 

31.6 

1937 

240.4 

40-3 

II. 7 

52.0 

182.7 

37-7 

1938 

zzy.o 

35-9 

10.5 

46.3 

188.8 

37.4 


® Sources: Board of Trade, Statistical Abstracts for the United Kingdom; W. M. Page, 
Commerce and Industry , London, Constable, 1919, Vol. 11 , for pre-war figures. 

^ Includes small amounts of manufactured fuel. 

^ Includes small amounts of coke and cinders. 


tarded rate after the World War, Meanwhile, potential supplies were 
greatly expanded because of the war and the post-war boom, the increas- 
ing mechanization of mines, and the development of new mines in new 
countries, often with governmental encouragement.^ 

Britain’s continued relative decline under these circumstances made the 
plight of her industry particularly acute. For the entire decade before 
1925 British producers had been spared serious trouble successively by 
the war, the post-war boom, the slow return to production of the destroyed 
continental mines, the American coal strike of 1922, and the Ruhr invasion 
of 1923. Their production in 1923 was only about 10 million tons below 
the 1913 level, and their share in total world output roughly unchanged. 
Therefore, when the weight of increased foreign competition and de- 
creased domestic demand was at last felt and Britain’s share in world 

from only about 3.4 percent in 1913 to fully 38 percent and 51 percent in 1929 and 1937, 
respectively. Ibid.y p. 75 P.E.P., Refort on the British Coal Industry^ London, P.E.P., 
1936, p. 116} I.L.O., The World Coal Mining Industry y Studies and Reports, series B, 
No. 31, Geneva, 1938, I, 86. The I.L.O. Report argues convincingly, however, that fuel 
conservation has been much more important than substitution in causing the decline of con- 
sumption. I, 32 fi.j 75—77, 85— 89 ff., 100. 

^ I.L.O., The World Coal Mining Industry y I, loi-io. 
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markets declined rapidly as a result/ the effect was much more crushing. 

The British coal industry suffered seriously from the depressed state 
of its chief domestic customers, the iron and steel and shipping industries. 
The increased use of scrap steel, and the rise of the motor ship had in any 
case permanently diminished their consumption of coal.^^ In addition, 
the relative decline of the British exporter was very rapid. In the period 
1909-13 Britain's coal exports, including bunkers, accounted for 50 per- 
cent of the world’s total, in 1925-29 (excluding abnormal 1926), only 
39.5 percent, and in 1936 it dropped to 34.4 percent. Britain suffered above 
all in continental European markets j the chief beneficiaries were subsidized 
Polish and German mines, German coal being released by increased do- 
mestic lignite production (stimulated by war exigencies) and exported in 
part payment of reparations.'^ In addition, countries with growing in- 
dustries — among them Russia, Japan, China, India, and South Africa — 
were tapping previously untouched sources.® 

It had long been evident in England that penetration to less productive 
mines and a long period of prosperity unconducive to improved efficiency 
of organization were raising costs excessively. Per capita output declined 
steadily from its peak in the period 1884-88. After 1904 profits per ton 
and real wages of miners tended to diminish.^ There was indeed a very 
great increase in productivity and mine efficiency in the later twenties and 
throughout the thirties, with the return of the eight-hour day in 1926 and 
the greatly increased use of mining machinery. In 1913 only 8 percent of 
the coal was mined by machinery; in 1924 it was 19 percent, in 1929, 28 
percent, in 1933, 42 percent, and in 1937, 57 percent. Progress in all 
these respects nevertheless still lagged considerably behind foreign tech- 
nical advance, partly, no doubt, because of penetration to less productive 
seams.^^ 

® See statistics in J. H. Jones, ^^The Present Position of the British Coal Trade,” J.R.S.S., 
XCIII (1930), 2$. This relative decline was much slig’hter between 1928 and 1937 be- 
cause of Britain’s well-sustained domestic demand. Statistics in Frederick H, Saward, 
Saward^s A nnuaL 

^ Estimates of coal consumption in British Iron and Steel Federation, Statistics of the 
Iron and Steel Industry of the United Kmgdom; see also P.E.P., The British Coal In- 
dtcstry^ chap. iii. 

IX.O., The World Coal Mining Industry^ I, 142-45, 150-52. 

® Ibid,^ ^5) 1:55 5 J* Jones, ^The Present Position of the British Coal Trade,” J.R.S.S., 
XCIII (1930), 15-18, 26} Allen, British Industries^ P-37* 

^ Allen, of, cit,^ pp, 31—33. 

British output per man shift increased only 7 percent between 1913 and 1934 (about 
30 percent between 1924 and 1934), while that of the Ruhr rose 77 percent, Polish Upper 
Silesia 63 percent. P.E.P., The British Coal Industry i pp. 153 Also British Assoc., 
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There was also the familiar inefficiency due to surplus capacity and a 
great number of excessively small mines, some extremely inefficient and 
unprofitable, yet by their existence preventing concentration of produc- 
tion in the more efficient mines. Coal suffered from British individualism 
at its worst. Both management and labor were unenlightened^^ Resistance 
to inevitable wage cuts and lengthened hours led to the great strikes in 
1921 and 1926, during which Britain lost markets to competitors eager 
to take full advantage of such opportunities.^- 

The coal industry was for these reasons constantly on the verge of 
financial collapse in the decade after 1924. It showed net losses in 1927 
and 1928.^^ To maintain wages it had required a subsidy from August, 
1925, through April, 19265 the removal of the subsidy precipitated the 
great strike. Unemployment in the industry was throughout far above 
the national average. The depression after 1929 accelerated the secular 
decline in exports, despite continued cost reductions. The effects of empire 
preference, trade agreements, and the decline of the pound were largely 
offset by foreign retaliation and intensified competition in other markets. 
With recovery and rearmament, domestic consumption rose to about its 
1913 levels; but exports and bunker sales were in 1937 slightly lower, 
and in 1938 considerably lower, than in 1932. 

The response to these conditions in coal, as it was in most British indus- 
try, was the evolution of a comprehensive ^^plan.” Frequent demands 
for suspension of bitter price competition and for industrial reorganization 
had been unavailing, because too many owners clung tenaciously to their 
independence. Accordingly, a Coal Mines Act was passed in 1930, forcing- 
adherence to a systematic scheme of output control by quota allocations 
and of price control administered by the operators themselves. In addi- 
tion, a Coal Mines Reorganization Commission was set up to encourage, 
and having some power to enforce, the adoption of reorganization schemes 
with the aim of cutting costs. 

Though the control planned by the act was far-reaching, the results 
were feeble. The act could not suppress the real conflicts of interest be- 

Britain in Depression^ pp. 158—59, Britain in Reco^very^ p. 234J Allen, British Industries^ 
pp. 43-44, 60-61 j ^^Coal Mining and Coal Prices,’’ Ecojwniist, CXXXIV (1939), 567—68. 

Lucas, Industrial Reconstruction^ pp. 33, 36 j Liberal Industrial Inquiry, Britain's In^ 
dusirial Future, pp. 343-45. 

Of all the greatly increased number of working days lost in strikes from 1919 to 1926, 
coal accounted for 62 percent. Liberal Industrial Inquiry, Britain's Industrial Future, 
p. 144. 

Board of Trade, Statistical Tables, II, 10; Lucas, Industrial Reconstruction, p. 68. 
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tween more mechanized and less mechanized mines, between poor and 
rich mines, between those who exported and those who supplied the home 
market. Even the temporary palliatives of price and output regulation 
apparently eliminated only the most extreme forms of competition.^'^ The 
amalgamation provisions, which were intended to meet the longer-run 
needs, proved almost a complete failure, because of governmental un- 
willingness to sanction coercion and the hostility of many producers, the 
strong refusing to assume the burdens of the weak, the weak, entrenched 
behind protected output quotas, refusing to perpetuate their current posi- 
tion of inferiority in a permanent agreement. A new Coal Mines Act, 
passed in 1938, sought to remedy the faults of the old act by creating a 
new commission with increased powers to reduce the number of collieries 
and enforce reorganization. Provision for national purchase of mine roy- 
alties will undoubtedly facilitate the process. However, it seems doubt- 
ful whether these measures can do much to reverse the trends of the 
inter-war years. They may, at best, if properly administered, succeed bet- 
ter than did the forces of free competition in minimizing the continued 
shrinkage of the British coal industry.^® 

Iron and Steel 

The most striking aspect of the story of British iron and steel in the 
inter-war period, as it is in coal and most other staple industries, was the 
heavy decline of exports. But the behavior of exports by no means dom- 
inated the fortunes of this industry. The sharp decline in pig output can 
be only partly attributed to the disappearance of exportation, because, as 
Table 4 indicates, most pig iron goes into domestic steel. Again, all iron 
and steel exports other than pig were in 1929 once more at the 1913 peak, 
yet the industry was depressed during the 1920’s. On the other hand, 
severely reduced steel exports during the thirties were associated with a 
strong rise in production. 

The troubles of the steel industry during the 1920’s were largely the 
result of plant overexpansion during the war. The peak production of 
9,7 1 7,000 tons in 1 9 1 7 was not again attained until 1 935 j yet capacity was 
estimated at 12 million tons in 1927.^'^ Surplus capacity and the resulting 

Lucas, of.dtj pp. 75-90. 

I bid,y pp. 91—1025 P.E.P., The British Coal Industry j pp. 5, 77—78, 81—82. 

For more optimistic views, see Damade, Le Mouve?nent de reorganisation industrielle 
en Grande Bretagne^ pp. 146-52, and Ivor Thomas, Coal in the New Era^ London, Put- 
nam, 19345 also P.E.P., The British Coal Industry^ pp. 125-30. 

U.S. Bureau of Foreign and Domestic Commerce, “Iron and Steel Trade and Industry 
of Great Britain,” (Trade Information Bull, No. 639, 1929), p, 5. 
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Table 4 

Iron and. Steel Production and Trade of the United Kingdom 

* {In 000 tons) 

TRADE IN IRON, STEEL, AND 

MANUFACTURES ^ PRODUCTION 


Exfons Im forts pig Finished 


Year 

Total 

Fig^^ 

Other 


lro?i ^ 

Steel 

Steel 

1913 

4,971 

1,124 

00 

2,205^ 

10,260 

7,664 


1920 

3 > 25 i 

580 

2,672 

1,083 

8.03 s 

9.067 

6,769 

1923 

4,318 

893 

3.425 

1,314 

7.441 

8,482 

6,519 

1929 

4,380 

545 

3.834 

2,813 

7.589 

9.636 

7.62 s 

1931 

U 979 

202 

1.777 

2,838 

3.773 

5.203 

4,681 

1932 

1,887 

128 

1.760 

1,590 

3.574 

5.261 

4,424 

1935 

2,312 

157 

2,156 

1,149 

6,424 

9.859 

7.126 

1937 

2,574 

167 

2.407 

2,026 

8,493 

12,984 

9,681 

1938 

1,915 

lOI 

1.814 

U 3 IJ 

6,761 

10,398 



® Sources: Board of Trade, Statistical Abstracts for the United Kingdom Annual State’- 
ments of Trade of the United Kingdom, Finished steel output from National Federation of 
Iron and Steel Manufacturers, bulletins and reports (later, British Iron and Steel Federa- 
tion, Statistics), 

^ Net trade : exports of United Kingdom products 5 retained imports. 

^ Includes ferro alloys. 

^ Hollow ware of iron, steel, and tinplate added to official figures for comparability. 


financial weakness throughout the decade made impossible the technical 
renovation which was essential if exports were to be expanded and the rise 
of imports checked. 

Britain's portion of world pig iron output continued to decline drasti- 
cally, as before: from 13.2 percent in 1913 to 8.3 percent in 1937.^^ Persist- 
ing causes of this decline were insufficiency of domestic ores, substitution 
of basic steel for cast iron, wrought iron, and acid steels, in which Britain 
had specialized, increased use of scrap, and the growth of protected do- 
mestic furnaces in former markets, India, Japan, Canada, Australia, and on 
the European continent.^^ To find a figure in pig iron output before 1913 
lower than that for 1937, the peak of the entire 1919-38 period, one must 
go back to 19015 only before 1895 are the figures regularly lower. 

British steel, on the contrary, has held its own, relative to world pro- 
duction, except for temporary heavy relative losses between 1925 and 

Statistics in League of Nations, Statistical Yearbooks, 

Allen, British Industries^ pp. 97-1005 M. $. Birkett, *^The Iron and Steel Industry Since 
the War,” J.R.S.S., XCIII (1930), 345-4^« 
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19295 with the rapid recovery o£ continental industry. The relative 
strength after 1929 was attributable primarily to such temporary factors 
as continued American depression and the great British recovery after 
the comparative stagnation of 1927-295 howwer5 the earlier stagnation 
may also have been in part abnormal, as well as temporary. Steel was 
able to avoid the absolute decline of pig iron largely by using foreign 
pig iron, shifting to basic steel, and concentrating increasingly on the 
higher stages of manufacture. Of the total imports in 1 929, crude iron and 
steel were 42.5 percent, rolling mill products 42.9 percent, and more 
highly fabricated products (including rails) 14.6 percent. Of the exports, 
on the other hand, crude iron and steel were only 13.0 percent, rolling mill 
products 23,1 percent, and more highly finished products 63.9 percent.^® 
The output of finished steel products, it will be noted in Table 4, showed 
great strength during the 1920’s. 

This concentration on more finished steel products explains in part 
the survival in Britain of smaller steel plants than were able to survive 
in other major producing countries, manufacturing a greater variety of 
products for a series of smaller markets. However, it also mirrors Britain’s 
sheer inability to compete in the bulk lines. From the point of view of 
maintaining and increasing exports, this adjustment, in so far as it was 
an adjustment, was quite inadequate.-^ 

The fact is that during the 1920’s the British industry, in all its 
branches, suffered from the familiar evils of financial weakness, stagna- 
tion of output relative to foreign competitors,^^ inefficiency, and high 
costs. Individual plants were small and obsolescent, and their products 
were too unstandardized to compete with the mass bulk output of America 
and reconstructed Germany.^^ 

The great depression after 1929, superimposed upon the trials of the 
preceding decade, at last compelled drastic measures. Unfortunately, 
^^drastic measures” amounted to a complete program of protection, con- 
trolled competition, and retrenchment.-‘*= Because a more or less freely 

Macrosty, “The Overseas Trade of the United King-domj 1924-31,” J.R.S.S., XCV 
(1932), 633.^ 

Allen, British Industries ^ pp, 10 1-2, 106, 117-21. 

See Board of Trade, Statistical Tables, II, 77. 

Lucas, Industrial Reconstruction, pp. 105-iOi also Liberal Industrial Inquiry, Britain's 
Industrial Future, pp. 33-355 Balfour Comm., Final Report, p. 1855 Allen, British Indus’- 
tries, pp. 1 1 5-1 6 5 U.S. Bureau of Foreign and Domestic Commerce, “Iron and Steel Trade 
and Industry of Great Britain,” p. 18. 

See Ben W. Lewis, Price and Production Control in British Industry, pp, 14-16, 
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competitive regime had failed to effect much needed reorganization, the 
government made its grant of a tariff in 1932 conditional upon recon- 
stitution of the industry into a responsible centralized unit. In 1934 all 
conditions were removed, and the duties were made permanent. Sup- 
pression of competition, not technical reorganization, seems to have been 
the prime motive of the British Iron and Steel Federation. Its whole 
scheme of market control, output quotas, protection, restriction of en- 
trance into the industry, and its agreement of 1935 with the international 
steel cartel, effectively reserving the home market at the price of accept- 
ing an extremely low export quota, has been a means of preserving vested 
interests, of drawing within a shell in which could be found security and 
profit. The Federation’s motives, as evidenced by its price policy, may not 
have been flagrantly predatory or exploitative.-^ But it has been at best 
conservative, following the narrow short-run interests of the producers 
rather than constructively and aggressively pursuing long-run national 
interests. And these dangers of monopoly are great enough.-^ Meanwhile, 
the government has constantly encouraged, mildly cautioned, shunned 
active interference, and relied upon the word of the industry’s leaders that 
they would act like gentlemen.-^ 

The British Iron and Steel Federation, born out of the defensive psy- 
chology of depression, remained in the saddle during prosperity. Ex- 
ports continued to be almost completely neglected. Necessary capital ex- 
tensions were delayed or discouraged by quota control of output and by 
the Federation’s policy of passing upon all schemes, in keeping with its 
avowed purpose of preventing a recurrence of the previous malady of 
surplus capacity.-^ The impact of this protective conservative policy was 

Gr. Brit., Import Duties Advisory Committee, Refort on the Present Position and Future 
Develofment of the Iron and Steel bidustry (Cmd. 5507, 1937), pp. 4.8-49, 51-53. The 
Committee, however, is notoriously sympathetic with the w^hole self-government of in- 
dustry movement. See, on the other side, Davies, ^^NationaP^ Cafiialism, pp. 52-62, and 
the Economist^ CXXXIII (1938), 588 for convincing condemnations of the Federation’s 
price policies. 

Lucas, Industrial Reconstruction^ pp. no— 14, 11 8— 225 Allen, British Industries^ 
pp. 132A-F. 

This attitude pervades the report of the Import Duties Advisory Committee, cited above. 
See, for example, pp. 43-44, 56, 59, and fassim; also Davies, ^^NationaP^ Cafitdism^ 
chap. Hi. 

Import Duties Advisory Comm., Report on the Present Position and Future Development 
of the Iron and Steel Industry^ pp. 33—425 Economist: ^'Britain’s Steel Industry,” CXXII 
(1936), 1165 ^Tolicy in the Steel Industry,” CXXV (1936), 510: ‘‘It is hard to resist the 
conclusion that, at the moment, the consumer rather than the producer has the best claim 
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felt when revival turned into boom in 1936 and 1937. Prices soared, as 
shortages appeared in scrap, ore, and some grades of steel j and exports 
languished, if only because of the inability of the trade to meet orders. 

It was the revival and the great prosperity of 1936-38, rather than any 
efforts of the Federation, which at length brought true technical advances. 
Reviving demand was led by the building boom, followed by the growing 
automobile industry, by a reviving shipbuilding and engineering, and, 
finally, by rearmament. Steel output in 1935 set new records, and the out- 
put of the entire industry (according to the Board of Trade index) was in 
1 937 30 percent above even the 1935 level. A far greater increase in output 
than in employment reflected a notable rise in per capita productivity and 
in average plant size. New modern plants were erected, and capacity was 
considerably expanded.^^ 

By 1939 the iron and steel industry as a whole was greatly expanded, 
possessed much more modern equipment, and was more prosperous than 
it had been ever since the first World War. Britain produced almost as 
great a share of world steel in 1937 as in 1913. This was no decaying trade. 
But its prosperity was based on domestic demand alone, much of it per- 
haps ephemeral. And before it really got down to making these noteworthy 
adjustments, the industry had saddled itself with tariffs, import and ex- 
port quotas, and a tight, monopolistic leadership which threatens its own 
future competitive power and the competitive power of its leading indus- 
trial consumers as well.^^ 

Cotton Textiles 

The first British industry to be transformed by the Industrial Revolu- 
tion was cotton textiles. In the period 1919 to 1939 it was in this industry 
that the plight of the staple trades was most dramatically manifested. 

The cotton industry is dependent to an extraordinary degree upon 

to ‘protection.^” “The British Steel Industry,” CXXVII (1937), 3255 “Commercial His- 
tory and Review of 1936,” Economist^ Feb. 13, 1937, p. 51 j and, especially, “The Lesson 
of Jarrow,” Economist^ CXXIV (1936), 105. See also Davies, ^^NationaP^ Cafkalism^ 
pp. 62-71. 

Economist j CXXX (1938), 132; “Commercial History and Review of 1938,” Econ- 
omisty Feb, 18, 1939? p. 525 “Expanding Steel Capacity,” Economisty CXXVIII (1937), 
169—70; Damade, Le Mouvement de reorganisation industrielley pp. 160—66; B. of T.J., 
CXL (1938), 7. 

The Economist reported with some glee that “Lord Nuffield is becoming a confirmed 
free trader.” CXXI (1935), 952. Lord Nuffield, a leading automobile manufacturer, had 
long advocated heavy protection — for automobiles. He was now complaining bitterly 
about the high price he had to pay for protected steel. 
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foreign markets. Its almost unbroken decline from 1913 to 1938 was 
entirely due to declining exports, for domestic consumption increased con- 
siderably. The decline has been devastating, as Table 5 clearly shows. To 
find a value of total cotton yarn and manufactured exports less than the 
£49.7 million recorded in 1938, one has to go back to 1863. 

Table 5 

United Kingdom Cotton Textile Industry Production, Exports, Raw 

Cotton Imports® 


TOTAL YARNS, 

PIECE GOODS MANUFACTURES ^ 


Year 

Kiel Im- 
forts y Raw 

Cd ottoft 

Ex forts 
Yarn 

Froiuc-- 

tion 

Exforts 

Percentage 
of Pro- 
duction 

Produc- 

tion 

Exforts 


(Jn million lbs.) 

Qn million 

sq. yds.) 

Exforted 

(In £ millions) 

1907 

2,056.5 

241. 1 

7,088 ® 

6,298.0^ 

88.9 

I 26.0 

105.0 

1913 

1,916.7 

' 210. 1 


7 . 075-3 " 




1924 

1 . 435-6 

163.1 

6,027 

4,444.0 

73.7 

256.0 

196.2 

1925 

G 757-3 

189.5 


4 . 435-6 




1929 

1,461.5 

166.6 


3,671.6 




1930 

1,140.1 

137.0 

3,320 

2,406.8 

72.5 

1 18.0 

86.2 

1931 

1,049.9 

133.5 


i) 7 i 6‘3 




1932 

1,204.5 

141.5 


2 )i 97‘5 




1933 

1 ) 350.4 

135. 1 

3)504 

2,031.2 

58.0 

100.0 

57.7 

1934 

00 

0 

130.4 

3)457 

G993.5 

57*7 

103.0 

57.7 

1935 

1,197.6 

141.7 

3 ) 3^5 

1,948.4 

57-6 

106.0 

58.6 

1936 

1,485.0 

150.9 


1,916.6 




1937 

1,600.5 

159.0 


1,921.3 




1938 

1,161.0 

123.0 


1,386.2 





® Sources: Annual Statements of Trade of the United Kingdom; Great Britain, Board of 
Trade, Tinal Refort^ 5th Census of Pi*oduction and Import Duties Act Inquiry (1935), 
Part I, Final Reforty First Census of Production (1907). 

^ Production figure free of duplication. Both figures exclude lace, net, ribbon, etc., and 
apparel. 

Linear yards j comparability with later figures is only slightly affected. 

The rise of silk and rayon and the rather slow increase of consumption 
of all textiles after the war, in the face of enlarged productive capacities, 
acted as a depressing influence upon all the world’s cotton industries.^^ 

Of the decline of £150 million in the output of the industr}’ as a whole, between 1924 
and 1935, exports accounted for £137.6 million, the fall in prices of home consumption for 
the rest, while the quantum of home consumption rose. 

I.L.O., The World Textile Industry y Studies and Reports, series B, No. 27, Geneva, 
1937 ) I) 
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But these factors simply slowed down the rate of growth. The decline of 
British cottons was primarily British in origin, not the result of factors 
operating equally on all countries. Table 6 shows very clearly the enor- 
mous relative decline of British capacity and output.’*^*^ 

According to this table Britain, although possessing almost 40 percent 
of the world^s spindles in 1913, consumed less than 20 percent of the raw 
cotton. For this there were two causes. Probably the more important was 
the fact that Britain concentrated upon production of better grades of 
goods, mainly with mule spindles, which consume less cotton per spindle. 
Secondly, even in 1913 British equipment was not as fully employed as 
was the equipment of many of her competitors, where longer hours and 
even double shifts were common. Betw^een 1913 and 1929 the discrepancy 
between Britain’s relative positions in respect to spindles and raw-cotton 
consumption became even greater, the sole explanation being the greatly 
increased amount of excess capacity worked part time or not at alL^*^ Be- 
tween 1929 and 1937, on the contrary, the discrepancy narrowed, as cot- 
ton consumption rose absolutely, while spindles (particularly the less 
cotton-consuming mules) were scrapped or allowed to depreciate. 

The rise of competitors caused a continual shifting in the geographical 
center of gravity of Britain’s exports of cotton goods before 1913 as wel] 
as after.^® During all previous shifts, however, the total continued to 
rise. After 1913 it fell rapidly. The greatest declines were in sales to Far 
Eastern markets. The purchases of British piece goods by India, China, 
Japan, and Hong Kong, which in 1913 took 54 percent of the total, 
declined by 91 percent between 1913 and 1937. Small consolation could 
Lancashire find, for a loss of 2,700 million yards of exports to India 
alone, in a rise of 76 millions to the only absolutely expanding markets, 
South, East, and West Africa. In fact, sales to all countries outside of 
those Far Eastern markets fell by no less than 49 percent.^® 

One mitigating factor was that the greatest export losses throughout 
this period were in markets for low-quality goods, markets with rela- 

The true volume of output is only very roughly measured by the volume of raw cotton 
consumed, because it does not take account of tlie higher average quality of the British 
product throughout, and the shift to still higher quality during these years. 

See League of Nations, Memorandum on Cotton (International Econ, Conference, 
1927), p. 205 Liberal Industrial Inquiry, Britain's Industrial Future ^ pp. 36—37. 

Allen, British Industries j pp, 213-15. 

Statistics on geographical distribution in B. of T.J., CXXV (1930), 129-30, CXLI 
(1938), 255—56. Exports to the Irish Free State excluded from all compilations, for com- 
parability with 1913. See also P.E.P., Refort on the British Cotton Industry^ pp. 32—47, 
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Table 6 

Relative Importance of the British Cotton Industry ® 
A, Sf indies {in millions) ® 


total mule spindles ring spindles 


Count7'y ^9^9 

^937 

^9^3 

jpap 

^937 ^9^3 ^9^9 

^937 

World 

143.4 164.2 

149.6 

64-3 

61.5 

38.1 65.6 102.7 

1 09. 1 

Great Britain 55.7 55.9 

38.8 

40.5 

42.8 

26.8 

9-3 

10.6 

U.S.A.^ 

31-5 34-8 

27.0 

4.1 

1.8 

•4 27-4 33-0 

26.2 

Germany 

II . 2 II. 3 

9.8 

4.8 

4.6 

2.8 

5.6 6.6 

7-5 

Russia 

7-7 7-5 

lO.I ^ 

2.9 

2.6 

I.O*’ 

4.2 4.9 

9.1 

France 

7.4 9-9 

10.2 

3.9 

3-4 

2.3 

3.3 6.4 

7-5 

Japan 

2.3 6.5 

1 1.9 

.1 

.0 

.0 

2.2 6.5 

12.3 

India 

6.1 8.7 

9.9 

1-3 

•9 

•5 

3-4 7-8 

9.2 

Great Britain as 







percentage of 







total 

38.8 34.1 

25.9 

63.0 

69.5 

70.2 14.2 12.8 

9.7 


B, Cotton Mill Raw Cotton Consumftion 




{ooojooo actual bales ^ for half years) ® 






jpiS 


ipap 

Jp 57 



World 


10.14 


13.01 

15.14 



Great Britain 


1.91 


1.36 

1.46 



U.S.A. 


2.89 


3.62 

4.09 



Russia 


•97 


1.09"^ 

1.06 ® 



Germany 


•79 


.65 

•54 



Japan 


•79 


1-43 

2.06 



China 




I.OI 

1.26 



India 


.85 


1.02 

1.54 



Great Britain as percentage 







of world total 


18.9 


10.5 

9.6 



® Sources: International Federation of Master Cotton Spinners’ and Manufacturers’ Asso- 
ciations, International Cotton Statistics. 

^ Data for 1913 are for end of August, and the division between mule and ring is of 
spindles in use only. Totals for 1929 and 1937 are for end of July. Figures for mule 
and ring spindles in 1937 are said to be ‘‘for the half year” ending January 31, 1938, 
which explains their failure to add up to the totals given. 

^ Estimated, 

^ Division befween mule and ring spindles approximate. 

^ Regardless of weight of bales, which varies somewhat as between American, Egyptian, 
and Indian cotton. 1913 figures are for average half year consumption during year ending 
August 319 19133 1929 and 1937 figures are for the half year ending July 31. 
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tively low per capita incomes.^'^ Yardage figures thus overstate the actual 
^‘^quantum” decline. As a result, until 1928 the Egyptian branch of the 
spinning industry, which spins the finer counts of cotton, remained rela- 
tively prosperous, whereas the American branch, spinning coarser counts, 
was in a state of deep depression after 1920.^® The result of the even 
more precipitous decline in exports of the cheaper grades after 1929 was 
perforce an intensification of this trend.®^ Whereas in 1935 Japan ac- 
counted for 41.0 percent and Britain only 29.9 percent of the total yard- 
age of the world^s cotton piece goods exports, in value terms Britain 
still led with 37.0 percent as against only 27.3 percent for Japan.^^ 

However, this specialization, traditional in Britain, unfitted the indus- 
try for competition in the modern world and involved the use of obsolete 
methods and equipment. In the great American industry, as Table 6 
shows, mules were scarcely 5 percent of the total spindles j in Britain they 
constituted more than 75 percent. Mule spindles require skilled labor, 
generally produce a higher quality product, and are not adaptable to 
standardized mass machine output. While British labor thus wove the 
finest cottons, of manifold types for varied markets, other countries were 
adapting the ring spindle and using the automatic loom and less skilled 
labor in much cheaper mass production of standardized goods, usually, 
but not always, of inferior quality.^^ India, the southern United States, 
China, and Japan had abundant cheap labor, great domestic markets, and 
ample near-by sources of raw cotton. Japan had a fresh start, an efficient 
modern plant that was worked in double shifts, and able technical and 
business management and organization.^- She was aided, too, by the 

Whereas piece-goods exports in the years 1922-24 were only 50 percent (in yards) 
of the 1913 level in those markets where the purchase price had averaged below £14 per 
1,000 yards in tlie earlier year, they were actually 14 percent above 1913 levels in markets 
where the price had averaged £17 and above. G. W. Daniels and J. Jewkes, “The Crisis 
in the Lancashire Cotton Industry,” Econ, Jour.y XXXVII (1927), 33—37. 

Imports of raw cotton from Egypt were in 1928, 88.3 percent and in 1931, 67.0 percent 
of the 1909-13 annual average 5 imports of United States raw cotton were only 50.8 per- 
cent and 25.S percent of that average, in those years. P.E.P., T/^e British Cotton Industry, 
pp. 54-56. 

League of Nations, Review of World Trade, 1937, p. 64. 

LL.O., The World Textile Industry, I, 75, 77. 

In January, 1934, only 2.4 percent of the British looms were automatic, as against 
12.5 percent in Japan, 22,9 percent in Italy, and 68.4 percent in the United States, thtd., 
h 54'"5 5 j see also 215-17 ; League of Nations, Memorandum on Cotton, p. 9 5 P.E.P., The 
British Cotton Industry, pp. 94— 95 ; Allen, British Industries, pp. 222—26. 

LL.O., The World Textile Industry, I, 211—13; Allen, “Recent Changes in the Organi- 
sation of the Japanese Cotton Industry,” The Manchester School, VIIT (1937)) 1-22; 
Barnard and Hugh Ellinger, “Japanese Competition in the Cotton Trade,” J.R.S.S., 
XCIII (1930L 206-7. 
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extreme depreciation of the yen after 1931. The fall in the price of silver 
after 1920 and the curtailment of agricultural buying power helped to 
turn Asiatic consumers to lower quality cheaper products. Under these 
circumstances Britain's retention of leadership in high-quality goods 
failed to serve as the basis of bulk exports and mass production or to sup- 
port prosperity. Her industry, financially weak, with a heavy investment 
in mules and the older looms and trained in the old methods, suffered 
under these developments j her skilled labor, its relatively high wages 
no longer justified, refused to be displaced by modern machinery and 
semi-skilled labor. Heavy overcapitalization as a result of the post-war 
boom and reluctance on the part of banks to force liquidation and write 
down their assets plagued the spinning branch. Short working hours — 
a widely adopted means of spreading work and cutting output — meant a 
continuation of high unit costs and financial weakness.'^^ In contrast with 
the great increase of per capita productivity in most cotton industries of 
the world, British productivity declined or at best remained constant dur- 
ing the twenties.^"^ 

As a result, cheap foreign cottons, Japanese and Indian in the Orient, 
Italian in the Balkans and Near East, those of the United States in Latin 
America, not only displaced British cottons but also in primitive coun- 
tries tapped new lower levels of demand, which the British product could 
never reach. India tells almost the entire story, for she alone in 1913 took 
43 percent of British piece good exports, and between 1913 and 1937 
counted for well over 50 percent of the decline in the total. Japan sup- 
plied o.i percent of the volume of Indians average annual imports of 
cotton piece goods in the period 1909-13, as against a British share of 
97.4 percent. By 1936 the Japanese percentage had risen to 54.6, and the 
British had fallen to 43.7. However, far more important than Japan’s 
inroads in eliminating British sales was the displacement of all imports 
by domestic production. Imports from Japan were, at their 1929 peak, 
less than % of those from Britain in 1913. The portion of appar- 
ent Indian consumption supplied by domestic mills rose from 26.5 
percent In the earlier period to 82.0 percent in 19365 moreover, these 
figures exclude handloom production, which also expanded appreciably.^^ 

Econ. Research Section, U. of Manchester, Re~aijustment %n Lancashire^ Manchester, 
Manchester University Press, 1936, pp. 16—17; P*E«P*j The British Cotton Industry ^ 
pp. 28, 58-60; MacM. Comm., Evidence^ II, 266- 

IX.O., The World Textile Industry^ I, 298-303; Allen, British Industries^ pp. 238-41, 
247-49. See below, p. 26 $n, 

Hubbard, Eastern Industrialization and Its Effect on the Westy pp. 17, 19. 

Computations from Statistical Abstracts of the British Empire and Anmt^l Reviews of 
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In other markets as wellj in the Low Countries, Brazil, Italy, China, 
and Japan, it was to rising, protected, domestic industries that Britain 
suffered her greatest losses.^'^ After 1930, indeed, it seemed that relative 
to total world cotton exports, the British exports had ceased to fall.^® 
But the absolute fall in that total was enormous, and no exporting coun- 
try depended as much as Britain upon foreign trade in cottons.^^ 

Chaotic industrial organization contributed to technical inferiority. As 
in coal, the old and almost fanatic individualism was at its worst in the 
cotton trades j the industry suffered from an excessive number of small, 
weak firms, unco-ordinated marketing, and too many middlemen. Weav- 
ing mills were too small to produce bulk goods cheaply, and many of 
the merchant houses in charge of marketing were too small for cheap 
mass distribution. The division of the industry into four major sections 
(spinning, weaving, finishing, and selling), almost completely segre- 
gated, further reduced the chances of rationalization.^^ On its own 
initiative the cotton industry, except in the fairly well organized finish- 
ing branches, seemed incapable of co-operating to remedy this situation.^^ 
Large enterprises were attempted during the twenties, but the cost of 
buying out stubborn independents weakened them from the start. Price 
agreements were ineffective, piecemeal, short-lived, and certainly never 
thoroughgoing enough to serve as a basis for greatly needed reorganiza- 

the Trade of India. Years are fiscal years, beginning’ April i. See also Hubbard, Eastern 
Industrialization; Royal Institute, The Problem of hiternational Investment, pp. 6i“-'645 
A. B. Burnett-Hurst, “Lancashire and the Indian Market,’’ J.R.S.S., XCV (1932), 
395-440. 

I.L.O., The World Textile Industry, I, 104—12. 

Whereas the British portion of total cotton piece-goods exports from 1 3 leading countries 
had fallen from 54.6 percent in 1924 to 40.0 percent in 1930, statistics for 17 countries 
show British percentages of 37.9 in 1930, 38.0 in 1935, 38.6 in 1936 and 36.2 percent in 
1937* Joint Committee of Cotton Trade Organizations, Cotton Trade Statistics. The 1936 
and 1937 percentages are slightly high, since the total export figures exclude exports by 
Spain and Portugal, which must have been very small because of the war. 

It was estimated in 1930 that roughly % of total world output of cotton piece goods 
by weight was consumed within the producing countries. Ellinger, “Japanese Competition 
in the Cotton Trade,” J.R.S.S., XCIII (1930), 185. The British ratio was even at that 
late date under 30 percent. 

®^The industry consisted in 1930 of . . more than 3,000 unco-ordinated small units 
. . . without cohesion, without nucleus, loose, higgledy-piggledy, rushing hither and 
thither, jostling, chasing, fighting, the whole curious phenomenon involving an enormous 
wastage of money, energy, time and power.” Ibid., p. 211 j see pp. 207— 12 j also P.E.P,, 
The British Cotton Industry, pp. 69 fi. 5 J. Wisselink, “The Present Condition of the Eng- 
lish Cotton Industry,” Harvard Business Review, VIII (1930), 156—66; Britain without 
Cafitdkts, chap, viii; Lucas, Industrial Reconstruction, pp. 146, 149-50. 

Lucas, of, cit,, pp. 160-68; Allen, British Industries, pp. 238-41. 
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tion — partly because of the real divergence of interests between different 
branches of the trade and partly because of the prime importance of ex- 
ports, which made price control or output control alone no remedy at all. 

Support of the government was therefore enlisted. In 1936 a cotton 
spindles reconstruction levy was imposed by lawj many excess spindles 
were purchased with the proceeds and scrapped, as Table 6 shows. Al- 
though this was a step in the right direction, the remaining branches 
were saddled with the cost of eliminating the surplus capacity, and the 
need for technical reorganization remained.^- Agitation continued, there- 
fore, for a more thoroughgoing industiy-wide scheme. A bill, passed in 
1939, set up administrative machinery for such a plan, giving the industry 
itself wide powers to effect reorganization, fix prices, and so forth, with 
scarcely any government supervision. An interesting commentary upon 
the British attitude is furnished by the comparison of the wide powers 
given such an autonomous industrial group with the severely restricted 
operations of the governmental Coal Mines Reorganization Commission 
of 1930.®^ 

These efforts were accompanied by a fair recovery and brighter pros- 
pects for cottons than at any time since 1924. World revival checked the 
trend to cheaper cottons, which had been to the advantage of foreign 
competitors: from 1935 to 1937 the quantity of Japanese exports of piece 
goods failed to gain relative to the British.^^ While total exports failed 
to recover, there was some consolation in the rise of exports to other 
parts of the empire, except India, aided by imperial preference in the 
dominions and quotas against the Japanese in the crown colonies.^^"'^ Do- 
mestic demand had grown greatly, apparently for the first time enough 
to compensate, temporarily, for dwindling exports (see Table 5). Net 
imports of raw cotton, a rough index of production, were in 1936 and 
1937 actually above 1929 levels. The long depression had brought some 

^^Statist: CXXVI (1935), 8, 10; CXXIX (1937), 7^25 CXXXII (1938), 823-245 
Lucas, Industrial Reconstruction^ pp. 168, 173. 

See '^Tlie Cartelization o£ England,” Economist, CXXKIV (1939), 551—52. 

League of Nations, Review of World Trade, 1937, p. 655 ‘^Lancashire’s Future, II,” 
Economist, CXXV (1936), 402-35 “Cotton Trade Revival,” CXXIX (1937), 

81-S2. 

Sales to North America, to West, South, and East Africa, vi^ere in 1937 considerably 
above 1929 levels, and to Australia and New Zealand about constant. In East Africa, 
Ceylon and Malaya, Japan had made alarming inroads between 1929 and 1933. Severe 
quota restrictions imposed by Britain in 1934 sharply cut down Japanese sales, and tlie 
British recovered strongly as a result. See Hubbard, Eastern Industrialization, pp. 1 8-24 *, 
British Assoc., Britain in Recovery, p. 445. 
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plant renovation, cost reduction, and writing down of excessive capitali- 
zations, although vastly more remained to be done.^® 

The huge drop in foreign sales in 1938 and the deep depression of 
the industry in that year, however, marked once more the precarious 
position of cotton. Domestic demand and a stable relative share of shrink- 
ing world exports were not sufficient. Nor could empire preference pro- 
vide an enduring solution. In fact, Britain’s relative share of world ex- 
ports fell sharply again after 1936.®'^ The export of cotton piece goods 
in the first half of 1938 was the lowest in 90 years, and domestic demand 
also declined.^® Cotton may eventually recover and rise above its 1938 
levels, but real recovery is impossible without the return of a freer 
world trade or thorough reorganization of the British industry. Even 
in the latter event, British cottons can never recover anything like the 
leadership or prosperity of 1913. 

Other Staple Trades 

The remaining staple industries, a heterogeneous lot, cannot be studied 
in detail. Their experiences differed in important respects, just as did 
those of coal, iron and steel, and cotton. But in all appeared some or 
alj of the same general features: relative stagnation, overexpansion of 
capacity from 1914 to 1921, inability to compete, loss of foreign markets, 
competition of younger foreign producers, the absence of a boom in the 
late twenties, and, in most of these industries, recovery based upon a 
domestic revival after 1933, although exports continued to lag. 

The shipbuilding industry of the entire world was depressed through- 
out the period 1921 to 1938 by two major factors: vast overexpansion 
of production and capacity during the war and post-war booms, and rela- 
tive stagnation of world trade thereafter. Under these circumstances the 
relative decline of Britain brought her severe depression. The secular 
rise in total non-British shipbuilding to 119 percent of the 1909-13 level 
in the years 1926-29, and 130 percent, 183 percent and 203 percent in 

British Assoc., Britain in Recovery y pp. 450--51. 

She accounted for 38.0 percent of the exports of 17 leading countries in 1935, 36.2 
percent in 1937, and well below 34 percent in 1938. Joint Committee of Cotton Trade 
Organizations, Cotton Trade Statistics. The 1938 figure of 33.9 percent is too high due 
to the exclusion from the 17 country total of exports from Spain, Portugal, the U.S.S.R., 
and also the trade between Germany and Austria and parts of Czechoslovakia, after their 
annexation. 

“Banking and Commercial Review,” Statisty Aug. 20, 1938, pp. 17— 19J also CXXXII 
(193S)) 8235 CXXXIII (i939)> 298-99. 
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1936, 1937, and 1938, respectively, was directly at the expense of Britain, 
whose output fell in 1926-29 to 79 percent of the pre-war level and in 
1937 to 61 percent. Thus, her portion of total world shipbuilding fell 
from no less than 61 percent in the earlier period to 5 1 percent in 1926-29 
and 34 percent in 1937 and 1938,^^ 

British labor and management must share some of the blame for these 
changes, although the main causal factors were largely beyond their 
control. Shipbuilding is irregular work, employing a great variety of 
relatively skilled craftsmen and consuming the products of a great num- 
ber of other industries. These conditions^ as in building, make for high 
hourly wages, a welter of minute union restrictions, jurisdictional strikes, 
and clumsy, archaic organization. Also, there was an important tech- 
nological factor: just as the British victory over the American builder 
in the middle of the nineteenth century had been associated with her 
development of steam and iron while America was experiencing a final 
glory of sail and wood, so now her own decline was associated with the 
Diesel engine and the more rapid adoption of the oil motor ship by her 
competitors. In 1927 Britain was building about three-fifths of the world’s 
steam tonnage and only about two-fifths of its motor tonnage.^^ 

The major customer for British ships is the British shipping industry, 
and that industry has been generally depressed because of subsidized 
foreign competition and the absolute drop in world trade. In 1914 Brit- 
ain owned 39.2 percent of the world’s ships, in June, 1929, 29.6 percent, 
and in June, 1937, 26.5 percent.^^ Thus the entire period 1919-39^ ex- 
cept during the sharp recoveries of world trade in the periods 1927-29 
and 1936-37, and except for the revival of armament demand after 1937, 
was one of more or less deep depression for British shipbuilding.^"- Sur- 
plus capacity brought financial weakness and so impeded technical re- 
organization. To combat this situation, a private reconstruction levy 
scheme was undertaken in 1930, as a result of which slightly more than 
30 percent of total capacity was bought up and shut down by the end 
of 1937. The levy seems to have been w^’orth while, according to purely 

no “Commercial History and Review of 1938,” Economisty Feb. 18, 1939, p. 55. 

Liberal Industrial Inquir}", Britam^s Industrial Future ^ p. 32. See E. S. Gregg’, ‘‘The 
Decline of Britisb Shipbuilding”,"’ Harvard Business Revievuy IV (1926), 290-965 Balfour 
Comm., Final Refortj pp. 66, 138—4.1. 

Bank of England, Statistical Summary ^ Aug. 1938, p. 100. 

Allen, British Industriesy pp. 15 1 ff. 5 British Assoc., Britain in Recovery y pp. 331—32, 
355-56. 
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economic standards^ the cost o£ purchase having been more than compem 
sated by reduced unit costs resulting from greater concentration.®^ How- 
everj the boom conditions of 1937, with the abrupt recovery of world 
trade, must have been attributable in part to the earlier scrapping of 
building capacity.®^ In any event, an equally abrupt decline of world 
trade after 1937 brought another severe fall of freight rates, a sharp 
rise of idle tonnage, and the secular problems of British shipbuilding, 
which had been for a short time submerged, again became evident. Ship- 
ping and shipbuilding are staple trades par excellence. There can be no 
recovery based on the home market. 

The story of wool is much like the story of cotton. Its difficulties have, 
however, been far less intense because of the greater importance of the 
home market and because woolen manufacture is not so readily copied 
by less industrialized countries. Nevertheless, the problems have been 
great. They have centered entirely in a decline of exports, as a result of 
sharp competition from other exporting countries, notably Japan, and 
(even more) from protected domestic industries in former markets, 
notably Australia, Argentina, Canada, and the United States. Although 
Britain remains by far the world^s greatest exporter of woolen manu- 
factures,®® sales have fallen drastically. Exports of woolen and worsted 
tissues, 219 million square yards in 1913 and 222 million in 1924., were 
1 71 and 156 millions in 1928 and 1929, respectively, and recovered only 
to 123 millions in 1937. Since domestic sales were relatively stable dur- 
ing the 1920’s, the decline of exports entailed severe depression. 

However, the industry recovered strongly after 1932, entirely on the 
basis of sales to the newly protected home market. By 1935 output of tis- 
sues regained almost all the ground lost after 1924, largely because of 
the reduction of imports. Despite the heavy decline of exports, accord- 
ingly, in 1935 the total volume o£ output of the woolen and worsted in- 
dustries was 9 percent above 1924 and 43 percent above 1930 levels.®® 

The engineering trades are so inclusive and so diversified that it is 

Damade, Le Mouvement de reorganisation industrielle^ pp. 230— 31 j Lucas, Industrial 
Reconstruction^ pp. 127-35. The British g^overnment has no doubt had occasion fre- 
quently since 1939 to regret that noneconomic considerations of military security were not 
the determining factors instead. The scrapped capacity has probably been sadly missed. 

The Economist freight rate index, 1913 taken as 1 00, was 9 1 . i in October, 1936 (this 
being little above i932*“35 levels) and 145.0 in September, 1937. 

I.L.O., The WorWs Textile Industry y I, 86, 88. 

^®Data from Rinal RefortSy 4th and 5th Censuses of Production. See also I.L.O., The 
World Textile Industry y I, 118--19, 143, 182-85^ British Assoc,, Britain in Defressiony 
PP» 359“^o, 3645 Britain in Recovery, pp. 464, 466, 474. 
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hard to discuss them except qualitatively. Such branches as the manu- 
facture of electrical machinery, of automobiles and other vehicles, are 
relatively new British industries. Largely because of their inclusion, the 
Board of Trade production index for the industry as a whole, including 
shipbuilding, shows an increase of 21 percent between 1924 and 1929, 
and a rise after 1934 to unprecedented levels, roughly to 30 percent above 
the 1929 peak. However, some old branches as well, like steel, show 
continued secular expansion. Engineering is still a growing branch of 
industry. 

The major staple branches are the older manufactures of machinery 
and prime movers employing mainly coal and steam: locomotives and 
agricultural, basic iron and steel, textile, and shipbuilding machinery. 
This was at best a stationary group during the twenties, and some branches 
were declining or depressed, for familiar reasons: excessive expansion of 
capacity during the war, loss of foreign markets in the older lines to 
competitors, and the shift of demand and techniques (Including sources 
of power) away from those products in which Britain had excelled. In- 
directly, engineering has suffered from depression within the staple trades 
which it equips, especially the production of textiles and ships. 

As Table 2 showed, exports accounted in 1907 and even in 1930 for 
at least 50 percent of the output of most of the traditional engineering 
trades. The sluggishness of the major portion of the industry during the 
twenties was the result of loss of these markets to foreign competitors ^ do- 
mestic demand was stable or strong. The United States took a marked 
lead in agricultural machinery, especially motor tractors 5 Germany sup- 
planted Britain in many markets for textile machinery, and Japan now 
manufactures much of her own. American and German mass production 
methods took over the newer products from the start, Britain importing 
from Germany most of the complex mass-produced precision tools she 
required, for example. Thus, British exports of machinery (excluding 
locomotives) were 689,000 tons in 1913, 562,000 in 1929, the post-war 
peak, and only 438,000 in 1937.®^ Despite the continued decline of ex- 
ports, there was substantial revival during the thirties, based preponder- 
antly on domestic sales,®^ behind strong tariff protection. The building 

Britain still retained a clear lead in this product. However, whereas in 1913 her ex- 
ports were Mly 75 percent of the total of the five leading exporting countries (United 
Kingdom, Germany, France, Switzerland, and the U.S.A.), in 1929 she supplied only 
4.7 percent of the total. IX.O., The World- Textile Industry^ II, 107. 
es ^Commercial History and Review of 1937,” Economist^ Feb. 12, 1938, p. 52. 

In mining machinery, exports retained much of their previous importance, with the 
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boonij a considerable re-equipment of staple industries (notably coal, 
iron, and steel), and an armament program created boom conditions. In 
addition, there was a growing market in equipping such rising industries 
as food, drink, and tobacco, printing and bookbinding, refrigeration, 
air-conditioning, and so forth.'^® 

The period thus ended prosperously. The great danger, as with other 
staple trades, lay in the excessively narrow basis for that affluence — a 
home market inflated by prosperity and by a superimposed armament 
demand, with exports failing to take their accustomed place. Another 
war, bringing a continuance of temporary well-being, will merely in- 
crease the hardships of inevitable readjustment at its close. Nevertheless, 
in the short run at least, in the engineering trades, as in wool, iron and 
steel, coal, and even shipbuilding, the middle thirties witnessed an ap- 
preciable change for the better. For many of the staple industries the 
dismal twenties gave way to the hopeful thirties, and this change repre- 
sented a substantial adjustment to their altered international competitive 
position. 

increase of grold, copper, and other mining throughout the empire. See ‘^Engineering Sup- 
plement,” Economist^ Nov. 14, 1936, p. 14. 

For discussions of the engineering trades see ibid.; British Assoc., Britain in Defressiofi^ 
pp. 285 ff., Britain m Recovery y pp. 391—935 Allen, British Industries, pp. 134—44. 
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F or BRITISH INDUSTRY as a whole the period 1919-39 was not simply 
one of stagnation or decline. The staple trades were organizing in 
response to the new competitive situation. In addition, other groups 
arose to compensate, in part, for the decline of the old. British industry 
was slowly adapting itself to its new place in the world. 

Most of the expanding industries may be classified within three fairly 
distinct categories. First, and numerically most important, were those 
nonmanufacturing services — distribution, transportation, personal serv- 
ice, entertainment, the professions, government^ — whose more than pro- 
portional growth is the usual concomitant of an expanding economy, an 
increasing division of labor, and rising per capita incomes. The cheapness 
of foreign food in the years 1919-39 was an important additional factor 
releasing British income for the satisfaction of such “higher” consumer 
wants. Second was the building industry, with its satellites. The great 
growth of housing activity in Britain during these years was in part 
merely the upswing of a long building cycle 5 but there seems also to 
have been a permanent increase, still in process, of individual and social 
interest in housing, slum clearance, and related forms of social planning. 
This is a huge economic group, including not only actual construction 
but also great industries supplying building materials and house furnish- 
ings, and, in a broader sense, much of the development during these years 
of roads, government services (e.g., sewerage and water supply), and elec- 
trical supply. Finally, there were the new industries — those products of 
relatively recent technological change in which British industrial skill and 
capital resources found new outlets when returns in the old diminished 
— ^in which lies our major interest. 

The New Industries 

The growth of “new” industries during the years 1919-39 in the 
fields of power (electricity), transportation (automobiles, airplanes), 
engineering (electrical machinery), metal manufacture (aluminum), 
textiles (rayon), and chemistry (synthetic nitrogen and dyes, coal hydro- 
genation), permeating the entire industrial structure, belies any facile 
generalizations about Britain's industrial decline, about her lack of adapt- 
ability or ingenuity.^ Their rapid rise and the extremely important posi- 

^ See Plummer, New British Industries^ pp. 347"”48, 3^6) fassim. 



Table 7 

The Rise of New Industries in the United Kingdom ® 

A, Emfloymmt and Production 

INDEXES OF 
VOLUME OF 

EMPLOYMENT OUTPU7' 


Industrial 

Grouf 

1907 

1924 

^930 

1935 

1924 

^ 95 ^ ^935 

Electrical goods ^ 

62,300 

150,884 

192,322 

247,948 

55 

67 100 

Electricity supply ^ 

22,618 

49,788 

7S.754 

102,1 57^ 

45 

71 100 

Automobiles and 
cycles 

54,043 

192,708 

241,012 

279,748 

42 

61 100 

Aircraft 


11,735 

21,322 

35.032 

23 

65 100 

Silk and rayon 

32,272 

40,328 

69.957 

82,035 

20 

47 100 

Hosiery 


98,104 

107,191 

I 16,294 

70 

69 100 

Chemical and allied 
trades ^ 

127.959 

178,094 

178,151 

194,01 I 

67 

69 100 

Scientific instru~ 
ments, etc. 

14,389 

23,816 

25,279 

29,241^ 



Total of above trades 

370.597 

745.457 

913,988 I, 

,086,466 



All U.K. industry f 7,087,123 

7.339.215 7 : 

,172,134 7; 

,102,996^' 

85 

88 100 

Percentage of above 
trades to all U.K. 
industry 

5.2 

10.2 

12.7 

15-3 



Total of above trades 

B. Net Outfut {£000) 
190J 1924 

46,282 204,996 

1930 

257=385 

^955 

310,959 

Total U.K. industry 


712,135 

1,642,054 

1,576,814 

1,638,082^ 

Percentage of above trades to 
all U.K. industry 

6.5 

I 2 .S 

16.3 


19.0 


® Source: Board of Trade, Fituzl Ref arts, Censuses of Production, The compilation of 
such composite tables as this and Table 8, below, offers great difficulties, due to the fre- 
quent, often inadequately explained, changes in classification of trade and census data. 
Lack of comparability in individual cases is not great enough to vitiate the general con- 
clusions drawn. This table includes all of Ireland in 1907, only North Ireland in other 
years. Figures for 1907 are for all firms, subsequent years only for those employing more 
than 10 people on the average. Employment figures, the averages for the year, include 
outworkers. Net output figures include excise duty payments (estimated, but excluded 
from census) , since they represent a contribution by the industry to national income, 
^Includes all electrical machinery, apparatus, and appliances. The 1907 figures are 
estimated. 

^ Output indexes computed from League of Nations, Statistical Year Books, 

^ Provisional figures from Preliminary Ref arts, 5th Census of Production (published as 
supplements to the B. of T.J., 1937). 

^ Output indexes are for chemicals, dyestuffs, and drugs only. These comprised about 
40 percent of total net output of all chemical and allied trades in X935. For the group as 
a whole the indexes are 90, 89, and 100, respectively. 

^ Output indexes adapted from Board of Trade index of production for total mining and 
manufacturing. 
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tion which they came to occupy in the entire British economy are shown 
in Table 7.^ In 1907 these trades were responsible for about one-fifteenth 
and in 1935 almost one-fifth of the total net output of British industry. 

The new industries differ sharply from the old in degree of depend- 
ence upon export markets. This has been a source of strength in a period 
of secularly declining world trade. It has also, however, been in many 
instances an evidence of weakness: the small exports a sign of inability 
to compete, and the large home sales the result of protection. 

These new industries were thus unable to compensate for the loss of 
export markets by the old. As Table 8 shows, their relative growth as 
exporters has been rapid and significant, particularly if the chemical in- 
dustries be omitted.^ But this swift rise in position was due mainly to the 
great fall of staple exports. In sharp contrast to the disproportionately 
great importance of the staple trades in exports, the importance of new 
industries in exports was considerably less than their share in total out- 
put. That discrepancy would be even greater if we excluded from na- 
tional output such nonexporting trades as building and public utility 
services. Another indication of the failure of these industries to take over 
their proportional share of exports is the heavy concentration of their 
foreign sales within the empire. In 1928 only 42 percent and in 1929 
40 percent of the exports of the staple trades (coal, iron, steel and manu- 
factures, nonelectrical machinery, cotton, woolen, and worsted yarns and 
manufactures, rail vehicles, and new ships) went to the empire, as against 
53 percent and 54.5 percent, respectively, of the new industries (listed 
in Table 8). On the face of it, there is no cause for this especially great 
dependence of the latter upon relatively sheltered markets, except com- 
petitive weakness.^ 

^ The choice of industries is somewhat arbitrary. In general, however, these are the trades 
which were rather small before the war, but expanded enormously thereafter and for the 
most part owe their i*ise to technological changes of the last half-century or so. The classi- 
fication is not clear-cut. Not only are many other new industries not included, but, in 
addition, many chemical manufactures and silk scarcely belong at all. Silk is included 
mainly because of its close link with rayon, making them often indistinguishable in 
census figures. Besides, world silk production has been a rising industry since the war, 
due to technological advances which have cut its price, and encouraged by great changes 
in fashion and consumer demand. 

^ A large section of these varied trades was already important before 1913 and does not 
really belong in our category. Hence the relative rise of the chemical industry as a whole 
■was much smaller than that of the others: from 4.6 percent to 5.9 percent of total British 
exports (x 907-3 7) and from 3.0 percent to 5.6 percent of total net output (1907-35). 
See also note e, Table 7, above, 

^ Omitting chemicals, for reasons already discussed, the latter percentages were even 
higher: 56.5 percent and 58 percent, respectively. There are exceptions: iron and steel on 
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Moreover^ the newer products bulked far largerj relatively, in im- 
ports. As Table 8 shows, imports in this category were higher than ex- 
ports throughout 1929 (this discrepancy increased between 1929 and 
1931)5 excluding petroleum products,® exports exceeded imports only 
after 1913, and then not appreciably. Heavy protection invalidates com- 
parisons after 1929. This record contrasts sharply with the far more im- 
portant staple products, imports of which were of the same order of 
magnitude, but exports of which were £299, 344, and 379 million in 1907, 
1913, and 1929, respectively.^ Moreover, ‘^^new^’ imports would have 
been considerably larger during the twenties but for protection. Auto- 
mobiles and parts were subject to a 33% percent duty from 1915 until 
August, 1924, and after July i, 1925. Commercial vehicles and parts 
became subject to duty in April, 1926, and tires in April, 1927. Reflecting 
the lapse and reimposition of the former (McKenna) duties, imports of 
cars and parts (excluding tires) were in 1925 almost double their 1923 
and 1926 levels. Silk yarns and manufactures were subject to duty from 
July I, 1925, and in 1929 imports were half their 1924 level. Other new 
products which enjoyed protection in the twenties were certain chemicals 
(notably various coal tar derivatives) and photographic films (protected 
up to August, 1924, and after July, 19255 in 1929 the latter made up 
about % of the imports of ^^cientific instruments, etc.”). 

Previous discussions suggest the causes of this relatively poor showing 
of the newer industries in foreign trade: Britain’s lack of the increas- 
ingly important cheap hydroelectric power, petroleum, and nonferrous 
metals, her -habituation to older methods and products, her lack of a 
broad uniform domestic market. Still, British manufacture of automo- 
biles, silk and rayon, electricity and electrical goods, synthetic dyes, and 
many other products expanded rapidly. Nor was protection in all cases 
necessary, as the unprotected electrical manufactures demonstrate. The 
newer industries attracted men of talent and imagination, less hampered 
by the conservatism and excessive individualism of the staple trades. 
They enjoyed more than did the old industries the technical advantages 

the one side, and silk on the other, but the contrast remains clear — even, indeed, if we omit 
from the staple trades coal, which went almost exclusively to continental Europe. 

^ ^^Manufactured oils,” mainly petroleum products, are really a special class of ^hiianu- 
factures,” the heavily rising imports resulting from Britain’s deficiency in the raw 
material. Therefore totals which omit these products are also given* 

® The constituents of the 1929 figure are listed in the preceding paragraph. The two earlier 
figures have the same composition, except that they include all textiles (excluding ap- 
parel) . 
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Table 8 


109 

The New Industries as Exporters and 
{In £000) 

A. Ex forts 

Importers ® 



1907 

1924 

1929 

igso 

^935 

^937 

New Industries ^ 

3 1,660 

82,377 

994 55 

83.053 

72,623 

91,889 

U.K. exports, total 

New industries as percentage 

426,035 

800,967 

729449 

570,755 

425,834 

521,391 

of U.K. exports 

Net output, new trades, as 
percentage of total U.K. 

74 

10.3 

13-6 

14.6 

17.1 

17.6 

net output ^ 

New Industries, excluding 

6.5 

12.5 


16.3 

19.0 


chemicals, etc. 

New industries as percentage 

12,127 

^ 7 . 97 S 

63,939 

53.635 

46,134 

61,359 

of all U.K. exports 

Net output, new trades, exclud- 
ing chemicals, as percentage 

2.8 

6.0 

8.8 

9.4 

10.8 

II. 8 

of total U.K. net output ^ 

3-5 

8.3 

B, Im forts 

1 1.4 

13.4 

. . . 


igoy 


1924 

jpap 

1935 

^937 

New products ^ 

43,666 

58,926 

107,692 

107,803 

61,808 

82,1 51 

U.K. imports, total 

New products as percentage 

645,808 

768,735 I, 

.277439 I: 

,220,765 

756,041 

1,027,824 

of U.K. imports 

Excluding manufactured oils, 
etc.: 

6.8 

7*7 

8.4 

8.8 

8.2 

8.0 

New imports 

34427 

45,128 

68,522 

64,376 

29,190 

35,627 

New exports 

29401 

42,917 

73>456 

90,556 

67,463 

86,012 

Total U.K. imports 

New imports as percent- 

636,569 

754,937 I: 

,238,269 I 

,177,338 

723,423 

981,300 

age of all U.K. imports 

54 

6,0 

5.5 

5-5 

4.0 

3-6 

Imports, staple goods ^ 

Staple goods imports as percent- 

43409 

60,457 

75^336 

87,030 

36,678 

64,108 

age of total U.K, imports 

6.7 

7*9 . 

5-9 

7-1 

4.8 

6.2 


® Source : A nnual Statements of Trade of the U.K, See also note a, Table 7, above. Ex- 
ports are of U.K. products onlyj imports are gross. 

^ The industries are, in so far as possible, the same as in Table 7, above: electrical ma- 
chinery, electrical goods and apparatus, all road vehicles and parts (including chassis and 
tires), silk and rayon yarns and manufactures (excluding apparel), hosiery, chemicals and 
allied products (chemicals, drugs, dyes, colors, manufactured oils, fats, resins, excluding 
explosives), and scientific instruments and apparatus (excluding electrical appliances). 
Imports of new products differ only in excluding cycles and motorcycles, a small group. 
^ From Table 7, above. 

^ Coal, iron, steel and manufactures, cutlery, hardware, etc., machinery (except electrical), 
new ships, rail vehicles, textile yarns and manufactures (except silk and rayon) . 
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of modern research and of size (and the dangers of monopoly). The 
heritage of the old economy inevitably carried over into the neWj but 
many of its obstructive traits were much less apparent there. 

Automobiles 

In the late 1930’s no fewer than 1,300^000 people In Great Britain 
derived their livelihood from the manufacture, sale, operation, or servic- 
ing of motor vehicles. If to this total were added those engaged in pro- 
ducing the huge amounts of raw materials consumed by that industry, 
the automobile would appear by far the leading employer of British 
labor. 

The motor industry of no country can compare with that of the United 
States. America’s high per capita incomes and great distances gave her the 
marked and enduring advantage of a huge uniform market for such a 
standardized and convenient means of cheap transportation. Her in- 
dustry, young and alert, discovered this market and adapted its general 
methods to it before 1914, while Europeans were still making a spe- 
cialized, limited, luxury product.® On any other ground than comparison 
with the American industry the growth of the British industry has been 
great and noteworthy, as Table 9 shows. A promising development ® was 
cut short by the first World War, when plants were converted to war 
purposes and foreign markets were lost. But recovery was rapid, and the 
great continuous post-war expansion was only temporarily halted even 
by the 1929-32 depression. Prices fell steadily throughout (see Table 
9), as British producers learned to make low-cost cars in great quantities. 

In foreign markets, too, the industry made progress, as Tables 9 and 10 
show. Exports bore a remarkably stable relation to total production 
throughout and constituted a definitely rising proportion of the world’s 
total. They grew steadily, while American cars flooded world markets in 
the late twenties 5 when sales of the powerful, heavy gasoline-consuming 
American car declined sharply during the depression, In the face of 
tariffs, diminished world buying power and onerous gasoline taxes, the 
lighter, lower gasoline-consuming British car, better suited to the shorter 
distances and gentler gradients of England, made the greatest gains by 

^See ^'British Motor Industry,” Economist^ Special Section, CXXI (1935), 11295 Society 
o£ Motor Manufacturers and Traders, The Motor Industry of Great Britain^ 1 9 > P* 5 M 
*^The Colossus of Roads,” Economist^ CXXXII (1938), 573 British Assoc., Britain m 
Recovery^ p. 311, 

® Plummer, New British Industries^ pp. 72-73, 89. 

^ Allen, British Industries^ pp. 175—76. 
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Table 9 

Automobile Prices, Production, and Trade in the United Kingdom ® 

(000 cars) 

Exforts as 


Year 

Outfut 

Price 
Index ^ 

Price 
Index ^ 

Imforts 

Exforts 

Percentage 
of Outfut 

1907 

12.0 



CO 

2.S^ 

20.8 

1913 

34-0 

76.0® 

bo 

13.0 

II. 0 

32*5 

1922 

73-0 



22.4 

3.0 

4.2 

1924 

146.6 

1 00.0 

100.0 

23*7 

15*7 

10. 1 

1925 

167.0 

97.1 

96.6 

47*7 

29.1 

17.4 

1929 

238.8 

75.0 

80.0 

37*8 

42.0 

17.6 

1930 

236.3 

68.1 

75*5 

11*3 

29.8 

12.6 

1931 

226.3 

60.8 

72.1 

3.6 

24*3 

10.7 

1932 

232.7 

59.6 

72.4 

3*1 

40.2 

17.3 

1933 

286.3 

61.4 

76.8 

4.0 

51-7 

18. 1 

1934 

342.S 

51.8 

64.3 

12.5 

57.6 

16.8 

1935 

403*7 

49.8 

60.9 

15.4 

68.2 

16.9 

1936 

461.4 

49.0 

58.3 

14.8 

81.7 

17-7 

1937 

S07.7 

50.5 

57.2 

23.2 

98.5 

19.4 

1938 

447.6 



12.2 

82.5 

18.4 


Sources : Society of Motor Manufacturers and Traders, The Motor Industry of Great 
Britain (annual) 5 1938 figures from Board of Trade, Annual Statements of Trade ^ and 
^‘Commercial History and Review of 1938,” Economist, Feb. 18, 1939, p. 56. Table 
includes private cars, taxis, commercial vehicles, and omnibuses. 

^ Private cars only. 

Price index adjusted for changes in cost 'of living. 

^ From trade figures j chassis figures for 1908 used in 1907 totals. 

® 1914. 

^ Output figures for 1929 and after are for years ending Sept. 30. 

far. Depreciation of the pound and empire preference also helped to 
spur British sales after 19315 but the gain was by no means merely tem- 
porary. In 1937 Britain's share in world markets was still far above its 
1929 levelj sustained by the general failure to remove gasoline taxes 
in time of recoveryj by the spread of good roads, and by the steadily de- 
clining price of the British product. As a result, Britain was in 1937 sec- 
ond only to the United States in exports and in total production as wellA^ 
Nevertheless, the record of the British motor industry was not one to 
inspire great optimism concerning its future. What headway was made in 
international competition was effected primarily by benefit of protec- 
Economist, CXXXIV (i939)> 274, and CXXI (1935), 1194-96. 
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Table io 

Exports of Private and Commercial Automobiles by Leading Countries ® 


Years 

U.K. 

U.S.A. 

Canada 

France 

Italy 

Germany 

Total 




(000 automobiles') 




1924 

i 5-7 

178.7 

56.7 

48.7 

19.0 

2-3 

321. 1 

1925 

29.1 

302.9 

74.2 

63.8 

29.1 

1.8 

500.7 

1929 

42.0 

537.2 

101.7 

49.0 

23-7 

7.8 

761.4 

1933 

517 

107.0 

20.4 

25.5 

7-5 

13-4 

225.4 

1937 

98.5 

395-2 

65.9 

25.1 

33-0 

64.9 

682.6 




{Percentage 

of total) 




1924 

4.9 

55-7 

17.7 

15.2 

5-9 

0.7 

100.0 

1925 

5.8 

60.5 

14.8 

12.7 

5.8 

0.4 

100.0 

1929 

5.5 

70.6 

13-4 

6.4 

3-1 

I.O 

100.0 

1933 

22.9 

47*5 

9.1 

I1.3 

3-3 

5-9 

100.0 

^937 

14.4 

57-9 

9.6 

3.7 

4.8 

9-5 

100.0 


® Sources: adapted from Economist^ CXXI (1935), 1195-965 Society of Motor Manu- 
facturers and Traders, The Motor Industry of Great Britain^ 1938, p. 142. 

tion and preference. Exports, which never exceeded 20 percent of do- 
mestic production in the inter-war years, were concentrated almost 
entirely in empire markets, where they benefited throughout by tariff 
preference. Secondly, its home market had to be heavily protected, as we 
have seen. 

The major cause of this weakness was the predominance of the Amer- 
ican producer, who offered more and more power, in standardized 
models, at less and less cost.^^ However, while it was, perhaps, inevitable 
that the British should make fewer cars than the Americans, there was 
little excuse for their production of more varieties, something fatal to 
maximum efficiency and to minimum prices. It was a common practice of 
British manufacturers to offer a large number of models, in the hope that 
one would catch the public fancy and pay for losses on the others. In 1937 
the six leading British producers, making roughly 350,000 private cars, 
turned out more than forty different engine types and an even greater 

The empire took 86.7 percent of them (by number) in 1925, 86.4 percent in 1929, 
67.4 percent in 1932 (British cars benefiting in non-empire regions during the depression 
from the partly temporary factors already mentioned, while empire buying power was 
especially severely defiated), and 84.6 percent in 1937. 

Large-scale British production of high-powered cars, such as would be suitable to more 
rugged foreign terrains, was impeded by a system of taxing domestic cars on the basis of 
their horsepower. 
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number of chassis and body models, which was considerably more than 
the number offered by the three leading producers in the United States, 
making perhaps 3,500,000 carsd^ 

As with other protected industries, this one, for all its great growth, 
tended to sit back and enjoy the profitable protected home market. Non- 
empire markets were neglected, in sharp contrast to America’s active 
world-wide network of sales and service organizations. Joint action to 
reduce the number of models, to permit greater plant specialization and 
standard mass production methods, and to provide the necessary but ex- 
pensive foreign sales and service organizations, which many of the manu- 
facturers could not afford individually, was not forthcoming. 

Perhaps in the future the British motor industry will need above all 
a gradual reduction of the tariff behind which it has thus far found pros- 
perity and excessive comfort. For such comfort cannot endure. The fact 
that in 1938, for the first time, depression brought a serious fall in total 
output would appear to indicate that the protected home demand was 
confined in increasing degree to more readily postponable replacement 
requirements. For a heretofore expanding industry, whose home market 
appears to be approaching saturation at existing prices, the only reme- 
dies, if expansion is to continue, are a more aggressive sales policy and 
lower prices. Only thus can lower income levels be tapped and exports 
expanded. The secular increase of production of a new product for a 
people with high per capita incomes, in a protected market, by methods 
copied, without much improvement, from the United States, offers no 
excuse for smugness. The acid test and sine qua non of the British auto- 
mobile industry will be, in the long run, its efficiency, its growing ability 
to compete in international markets without protection or special favors.^^ 
But these fears belong mainly to the future. The period 1919-39 was 
one of great and continuous growth. 

The Electrical Industries 

By their great and satisfying expansion in the years 1919-39? the in- 
dustries producing electricity, electrical machinery, and other electrical 

And this 40 was a reduced figure, compared with depression years. Economist: ‘The 
British Motor Industry, I,” CXVII (1933), 7565 CXI (1930), 698-99 j Allen, British 
htdustrieSj p. 187. It was estimated that in 1937, for fully 26 out of 40 models, sales were 
less than 5,000 cars apiece, Econo?nisty CXXXI (1938), 132. 

^ ^ It was primarily on the basis of the experience of the automobile industry that a minority 
of the Balfour Committee recommended immediate abolition of the McKenna duties, in 
1929. Final Refort, pp. 281-88. See also Economist: CXXXI (1938), 7085 CXXX 
(1938), 169-705 CXI (1930), 6985 CX (1930), 625 Statist^ CXVI (1930), 4x1— xz. 
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goods and appliances have won a place among the basic industries of 
Great Britain. They gave employment in 1937 to about 48O3OOO work- 
ers. Even this figure conveys inadequately their true significance. Elec- 
tricity supplies Britain’s main source of industrial power j electrification 
has been a focal aspect of national economic development and the mod- 
ernization of industry. Moreover, it promises to expand with national 
growth, and continuously decreasing unit costs promise to tap ever lower 
strata of demand. 

Expansion of electrical output in Great Britain was long retarded by 
the same general factors that retarded the modernization of her indus- 
trial plant — the real and psychological dead weight of the past. In 1924, 
according to the Census of Production, only 49.7 percent of total British 
power in use in industry was electrical, in contrast with 1925 figures of 
73 percent for the United States and 67 percent for Germany. In 1930 
the percentage (60.6% ) was probably still as far behind, proportionately, 
as was that of 1924. And, as might be expected, this relative deficiency 
of industrial electrification was most pronounced in the staple trades."^^ 
Lack of enterprise and vision has also been manifest in the electricity- 
supply industry itself. Power was long generated by a great multitude 
of local plants all over the country, varying widely in efficiency, each 
employing its own frequency and supplying different voltages, all obtain- 
ing few of the benefits of co-ordinated large-scale production and trans- 
mission and of a broad varied market.^'^ As a result, the amount of 
electric power generated in Great Britain during the 1920’s lagged far 
behind that of the United States and Germany, not only in toto but also 
per capita. 

Nevertheless, growth was continuous, in absolute terms, during these 
years. The output of the authorized public supply companies rose from 
4.7 and 4,2 billion units (k.w.h.) in 1920 and 1921, respectively, to 
10.3 in 1929. Of the world’s six leading producing countries, only Britain 
and Japan actually expanded their output between 1929 and 1932, and 

See British Assoc., Britain In Reco<very^ p. British Electrical and Allied Manufac- 
turers’ Association (B.E.A.M.A,), The Electrical Industry of Great Britain^ pp. 116-17, 
1 81. 

the basis of B.E.A.M.A. estimates of the amount of electrification needed by all 
British industries a) to reach German standards and b) to reach a theoretical optimum 
within existing* capacity, coal, iron and steel, and cotton textiles together accounted for a') 
62 percent and b) 74 percent of the respective totals, ibid., pp. 128— 30 j see pp. 125, 
132-34. 

IT «The British Electrical Industries,” Statist^ Suppl., Dec. 17, 1938, pp. 1-25 Plummer, 
New British Industries ^ pp. 13-14, 20-23. 
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Britain has since retained a notably higher proportion o£ world output 
than in the former year. Her total output rose steadily from 15.8 billion 
k.w.h. in 1929 to 17.0 in 1932 and 28.8 in 1937.^® 

Britain was catching up. This progress was in large measure the result 
of a thorough reorganization of the supply industry by the Central Elec- 
tricity Board under the act of 1926. The board has been responsible for 
planning and operating a national production system, setting an end to 
the chaos of numerous small-scale local producers. It established the 
^‘^Grid,” a national network of main transmission lines interconnecting all 
public supply stations, enabling it to supply electricity in great quantities 
to authorized distributors and to concentrate the required production in 
the most efficient plants. Bulk sales, concentration of output, and the gen- 
eral program of reducing the excessive number of generating plants, all 
entailed steadily falling costs.^^ 

As a result partly of the falling costs, partly of the normal expansion 
of the market for any new source of power as new uses are discovered, 
the demands for electricity have increased greatly in amount and variety, 
in the home and in industry. This expansion has been largely coterminous 
with the adjustments of the entire British economy, with the recovery 
and re-equipment (and electrification) of the staple trades, the growth 
of newer industries, such as chemicals, paper, hosiery, rayon, and motor 
vehicles, most of which used electricity from the start, and with the 
housing boom, involving a growing demand for electricity in new homes 
and new regions. 

The rapid concomitant growth of electrical manufacturing industries 
is clearly shown in Table ii. It is difficult to evaluate this growth of the 
industry taken as a whole. The weakness of exports relative to output 
shown in Table 1 1 was apparently moderate before 1930. However, dur- 
ing the late 1920’s the rapid recovery of German producers and continued 

Years beginning April i. Output of authorized public supply stations rose even more 
rapidly, from 10.3 billion units in 1929 to 22.9 in 1937 and 24.4 in 1938. Gr. Brit, Cen- 
tral Electricity Board, Anmial Re forts. Many businesses which had previously been pro- 
ducing their own electricity found it more profitable, as rates fell, to buy it, and closed 
down their own generating plants. British Assoc., Britam in Recovery j pp. 253-54. 

Much reorganization, however, remains necessary. The Grid is only a system of pro- 
duction. In distribution there remain much of the duplication, disorganization, inefficiency, 
and excessively small units, which formerly characterized the production end. The multi- 
plicity of local political and business interests prevents a much needed reorganization. See 
‘‘The British Electrical Industries,” Statist, Dec. 17, 1938, pp. 2-35 Plummer, Ne^ British 
Industries, pp. 23—29, 3i”36j T. E. Elias (ed.), British Commerce and Industry, London, 
Kussell-Square, 1934, I, 187 ffi. 
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secular rise of the Americans left British exports far behindri^ Imports at 
the same time supplied a rising share of British consumption and far ex- 
ceeded the imports of her major competitors.-^ While this was in large 
measure the result of British free trade, it was also the result of her 
comparative backwardness in particular lines.-- Thus, it would appear, 
output for both domestic consumption and export was retarded by some 
competitive weakness. 

On the other hand, after 1930, when exports lagged far behind pro- 
duction, British exporters seem actually to have gained ground in com- 
parison with their rivals,-’"^ thus indicating that the decline in total world 
trade, rather than any particular British disability, was the major factor. 
However, this relative strength was the result in part of trade policy, of 
the British tariff and of preferential tariff treatment in empire markets, 
the need for which may indicate a lingering competitive weakness. 

The electrical manufacturing industry is in reality a large group of in- 
dustries which produce a great variety of products and in many respects 
have had sharply divergent experiences. There is a “heavy” section, 
producing electrical machinery, which is in general the older branch. 

The rise in Britain's share in the exports of these three leading exporting countries 
from 26.1 to 34.5 percent between 1913 and 1924 was the result of the disorganization of 
German industry, whose share declined from 54.2 to 30.3 percent in the same period. 
And even then Britain could not penetrate such German-dominated markets as the continent 
of Europe (Balfour Comm., Survey of Metal Industries, p. 340). Betw'een 1926 and 1929 
British exports increased but slightly, and their share among the three leaders declined 
rapidly: from 32.7 percent in 1927 to 26.3 percent in 1929. Computed from B.E.A.M.A., 
The Electrical Industry of Great Britain, p. 85, and the respective official trade statistics. 

See Table 1 1. Britain in 1925 took about 9.2 percent of total world imports, as against 
1.9 percent for Germany and 0,9 percent for the United States. League of Nations, The 
Electrical Industry, pp. 21, 26, International Economic Conference, Publications II, 1927, 
No. 7. 

See below, pp. 118—19, where her imports are shown to have been greatest in those 
lines in which her industry’s efficiency apparently lagged most, and whose exports were 
in turn the least, relative to production. 

‘‘The Electrical Equipment Industry,” Economist, CXXVII (1937), 665. Using official 
export figures converted on the basis of average annual exchange rates, the British share 
of the three-country total ranged from 27.5 to 28.6 percent in the years 193 5-3 7, compared 
with 26.3 percent in 1929. Such a computation, employing the nominal official German 
exchange rates, if anything understates the true comparative value of British sales. In 1937 
British exports were closer to their X929 peak of £19.5 million than either the German or 
the American. Moreover, they spurted from £18.5 million in 1937 to an all-time record 
of £21.8 million in 1938, while the American declined. 

The empire took about 6 1 percent of total sales, excluding machinery, in the years 
1924—28, and, in the years 1934-37, a portion steadily rising from 63 to 71 percent. 
These contrast with an empire portion of all British exports around 45 percent in the 
late twenties, and 48 percent in 1935 and 1937. 



EXPANDING INDUSTRIES 


117 


Table ii 

Gross Output and Trade in Electrical Goods in the United Kingdom ® 

{£000) 




1924 

^ 93 °° 

1935 ° 

Gross output 

Machinery 

4.312 

19,242 

24,273 

28,169 

Insulated wire and cable 

5,262 

24,097 

24,624 

20,906' 

Other goods and apparatus 

4.524 

25,622 

38.777 

57,778 

Total 

14,098 

68,961 

87,674 

106,853 

Exports of U.K. goods 

Machinery 

996 

5.353 

6,313 

4,089 

Insulated wire and cable 

1,802 

4.477 

4,546 

2,685 

Other goods and apparatus 

668 

6,204 

7,414 

7,014 

Total 

3,466 

16,034 

18,274 

13,787 

Retained imports 

Machinery 

570 

985 

973 

330 

Insulated wire and cable 

36s 

570 

958 

239 

Other goods and apparatus 

716 

2,641 

6,289 

3,009 

Total 

1,650 

4,196 

8,220 

3,578 

Exports as percentage of output 

Machinery 

23.1 

27.8 

26.0 

14.5 

Insulated wire and cable 

34*2 

18.6 

18.5 

1 2.9 

Other goods and apparatus 

14,8 

24.2 

19.1 

1 2.1 

Total 

24.6 

234 

20.8 

12.9 

Imports as percentage of consumption 

Machinery 

14.7 

6.6 

5*1 

1.4 

Insulated wire and cable 

9‘5 

2.8 

4.6 

1.3 

Other goods and apparatus 

15*7 

12.0 

16.7 

5.6 

Total 

134 

7*3 

10.6 

3*7 


® Compiled in detail from Final RefortSy Census of Production j Annual Statements of 
Trade, Exports are Eo.b, imports c.i.f., gross output figures value at factory, so com- 
parability is only rough. 1907 figures include all of Ireland and firms employing 10 or 
less i later figures do not. 

^ 1907 trade and output figui*es for wire and cable exclude telephone and telegraph wire. 
^ All 1930 and 1935 figures include vacuum cleaners with “other goods and apparatus^’} 
in 1907 and 1924, when separate figures are not available, they are left with machinery. 
Figures for the earlier years must have been small. 

Apparently not exactly comparable with earlier figures, the comparable 1930 figure 
given by 1935 census being £21,586 instead of £24,624. 
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What may be rather arbitrarily designated the ^^light^’ section produces 
miscellaneous electrical goods and apparatus: telephonCj telegraph, 
radio, lighting appliances, batteries, meters, insulating materials, and 
other equipment, goods generally not far removed from the ultimate 
consumer. From this second group we have singled out production of 
electric insulated wire and cable for separate consideration, because its 
story differs radically from the rest. The second group is in general the 
younger j the great expansion of output of the lighter goods is more 
largely a post-war phenomenon. Thus, as Table 1 1 shows, the gross out- 
put of ^^other goods and apparatus” expanded almost thirteenfold be- 
tween 1907 and 1935, while electrical machinery and wire and cable were 
in 1935 only six and one-half times and less than four times their 1907 
values, respectively. 

As elsewhere, Britain fared better in the older lines. The new Amer- 
ican” methods, mass production with machines and semi-skilled labor of 
standardized products for a broad consumer market, has revolutionized 
particularly the ^dight” section, where the price factor is dominant. Such 
methods and considerations are far less applicable to the installation of 
electrical equipment, involving heavy capital expenditures, where quality 
and skill remain most important.^^ To this lag in newer lines, the rela- 
tive backw^ardness of the British home market for electrical products 
contributed. In 1925, when British, American, and German exports were 
all about equal, total British output of these goods was only half the 
German and less than one-fourth the American.-® Moreover, the chaos 
within the electrical supply industry, with its variety of voltages and 
frequencies, helped to perpetuate a profusion of small-scale firms, produc- 
ing a large variety of products, thus retarding standardization of out- 
put, which would have lowered costs and enhanced competitive ability, 
particularly in the newer lines. The machinery and wire and cable 
branches, which were best able to compete, were in fact much more closely 
knit, better organized, with fewer and larger producers, who could afford 
to push exports.^^ 

Thus, the enormous expansion of British output in the lighter branches, 
far more than in the heavy groups, was essentially for the home market 
alone, as Table 1 1 clearly shows. Similarly, of the exports of electrical 
goods by the six leading countries in 1927, Britain supplied 32 percent 

TIte Electrical Industry of Great Britain^ pp, 3-13, 2Z-2 3. 

League of Nations, The Electrical Industry ^ p. 21. 

*^The British Electrical Industries,” Statist^ Suppl., Dec. 17, 193S, pp. 4, 7j Balfour 
Comm., Survey of Metal Industries^ pp. 286—87, 3 02* 
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of the machinery and fully 54 percent of the less important wire and 
cable groupj but only 22 percent of the already most important group of 
^^other goods and apparatus.^^ The same factors which made free- 
trade Britain a relatively weak exporter of these miscellaneous lighter 
goods, while demand rose very rapidly, made her also a heavy importer. 
Imports of these goods supplied a greater portion of domestic consump- 
tion than did imports in the other categories, and as foreign (mainly 
American) radios, vacuum cleaners, batteries, etc., poured into the Brit- 
ish market from 1924 to 1930, the ratio rose from 12.0 to 16.7 percent. 
These products thus offer unique instances in which before 1932 British 
exports of manufactures were much smaller than her imports. There- 
after, the tariff cut imports sharply, but they remained far more im- 
portant than in other branches throughout, both relative to total output 
and in absolute amounts (see Table ii). 

However, there is evidence that the balance was being redressed. Ex- 
ports in the lighter branch of the industry expanded more rapidly than 
in the other branches throughout this period, both proportionately and 
absolutely. Shipments of wire and cable reached their peak in 1926. Those 
of machinery fell after 1927, although in 1938 the 1927 figure was ex- 
ceeded. Exports of other electrical goods continued their strong rise 
throughout 1929, and in 1937 they alone of the three groups had sur- 
passed 1929 levels. 

Increased domestic sales, rationalization and expansion of electricity 
supply, industrial combination, increased research activities, co-operative 
extensions of sales and export organizations have steadily lowered costs 
and enhanced the competitive ability of the manufacturing industries.^^ 
The enlarged demand created by the growing electricity supply system, 
by the re-equipment of old and the upsurge of new industries, by railway 
electrification, the housing boom, and a rising effective consumer desire 
for all the electrical amenities of modern living, have made this a period 
of great prosperity. Since exports of the lighter branches were above 1929 
levels in 1937 and 1938, and of machinery in 1938, their decline relative 
to output was not a depressing influence. It was probably in larger meas- 
ure the consequence of the increase in foreign trade barriers and of a re- 
sultant preoccupation with the domestic market rather than of inadequate 

Adapted from figures in B.E.A.M.A., The Electrical Industry of Great Britain^ Appen- 
dix Bj Table 1 5 see also pp. 74-75, 223—295 League of Nations, The Electrical Industry^ 
pp. 76-78 if. 

B.E.A.M.A., of. cit.^ pp, 45-56, 61— 63, 1805 Balfour Comm., Survey of Metal In^ 
dustrieSy pp. 289-91, 303, 306-85 Plummer, Ne<w British Industries y pp. 47—52. 
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competitive strength compared with other exporting countries.^^ The 
home market promises to continue to grow, with increased electrification 
of the railroads and of the virtually untouched rural areas, with slum 
clearance and post-war reconstruction. The need for exports, which the 
British economy as a whole will soon feel again, will not effect the elec- 
trical industries for some time. 

Rayon 

The British rayon industry has also expanded considerably. The out- 
put of rayon yarn, so small that it was not recorded separately in the 1907 
Census of Production, rose rapidly with technical development, improved 
quality, increased attractiveness, and falling prices, to about 6.6 million 
pounds in 1913, 24 million in 1924, 57 million in 1929, and 120 million 
in 1937. A mass market for cheap clothing luxuries is being tapped as 
prices continue to fall.'"^^ 

In its international aspects, however, the British rayon industry has 
not shown great strength. In 1924, before the 1925 tariff drastically re- 
duced them, yarn imports exceeded exports by 60 percent, supplying al- 
most 40 percent of British consumption. Although exports of piece goods 
were fully 36.8 percent of output in 1930, imports were not much smaller, 
amounting to 32.2 percent of consumption. Exports of all rayon manu- 
factures declined rapidly after 1928^ imports, on the contrary, expanded 
greatly both in value and quantity throughout 193I3 despite duties im- 
posed from July i, 1925. Since in 1937 exports could not have exceeded 
their 1928 quanta (they were far below in value), it was exclusively for 
a secularly expanding home market that output increased so enormously 
(rayon piece-goods production was 178 million square yards in 1930 and 
464 million in 1935). 

In 1925 Britain appears to have been the world^s leading exporter of 
rayon manufactures.^^ Rather incomplete data show that in 1935, on the 
contrary, Japan led all other exporters by a vast amount, v/ith exports 
probably twice as great as those of France, Italy, Germany, and the 
United Kingdom combined. The predominant part of British exports has 

British Assoc., Britain in Recovery, pp. 271-745 ‘‘The British Electrical Industry,^’ 
Statist, SuppL, Dec. 17, 1938, pp. 7-8. 

Balfour Comm., Snrvey of Textile Industries, pp. 281 ff. j “The Rayon Industry,’^ 
Statist, CXXVII (1936), 941-42. All statistics of British and foreig’n output of yarn are 
from League of Nations, Statistical Year Books, and annual “Commercial Histories and 
Reviews’^ of the Economist. Figures on British piece goods production from Censuses of 
Production. 

32 «The Artificial Silk Industry,” Economist, Monthly SuppL, Dec. 26, 1925, p. 47. 
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gone to the empire^ favored by preferential duties, and, since 1934, by 
severe quotas against Japan in the crown colonies.^^ 

Despite the remarkable growth in her output of filament rayon, Britain 
has been steadily losing ground in comparison with other nations. In 
1913, according to an estimate of the League of Nations, she led all 
others, accounting for some 32 percent of world output.^^ Her share de- 
clined steadily after the war, to 16.5 percent in 1924, 12.9 percent in 
1929, and 10.7 percent in 1938, until it was far behind those of Japan, 
the United States, and Germany.^^ 

The dangers of excessive attention to a protected home market and of 
weak exports (except to empire markets) will undoubtedly become more 
apparent in the future, when rapid expansion of home demand ceases* 
Nevertheless, as in other new industries, the dangers still lie in the future. 

The Building Industries 

The second large group of expanding occupations is building and its 
ancillary trades. These industries have virtually no direct international 
significance. Yet precisely because of that fact, their growth was an es- 
sential aspect of the evolving international position of the British econ- 
omy. 

The building industry is extremely important and has expanded 
greatly, as Table 12 shows. Together with the few trades most directly 
linked with it, it accounted in 1938 for more than one-fifth of the total 
(insured) employment in manufacturing in the United Kingdom. In 
fact, its domain spreads even wider, encompassing a large part of the 
expansion, during these years, of such industries as the quarrying or 
fabrication of natural and artificial stone, slate, gravel, and concrete ^ the 
manufacture of iron and steel for manifold building uses 5 the production 
of glass, paints, carpets, oilcloth, and linoleum 3 of stoves, grates, pipes, 
and all manner of heating and ventilating apparatus 5 the supply of elec- 
tricity, electrical wiring and contracting, and so forth. 

Building activity expanded almost uninterruptedly in the years 1924 
to 1939. This long-lived boom was a boom in housing. While the amount 

I.L.0.5 T/ie World Textile Industry^ I? 965 “Banking- and Commercial Review,” Statist^ 
Feb. 19, 19385 p. 20 j Plummer, TVew British Industries, pp. 223-24. 

Only 27 percent, according to the Balfour Comm., Surrey of Textile Industries, p. 305. 

If the figures for output of staple fiber were included, the relative British decline would 
be far greater. This product owes its phenomenal rise in recent years to its uses as a sub- 
stitute for raw cotton and wool, which has led to a rapid subsidized development by totali- 
tarian countries. Statist, CXXVII (1936), 941. 
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Table 12 


Numbers of Insured Workers in the Building Industries ® 
{000 workers) 


Industry 

July, zg23 

Aged 16 and Older 

July, igyS 

Aged 16 to 64 

All United Kingdom 

(i) Total (insured) workers 

11,485.8 

0 

bo 

(2) Total in mfg. industries'^ 

6,711.4 

7,923.4 

All “new” industries'^ 

868.5 

1,431.4 

Building and related industries: 

(3) Building and contracting 

844.0 

00 

Brick, tile, pipe, etc. 

61.2 

107.8 

Constructional eng’ring 

23.2 

46.7 

Furniture and upholstery 

94.1 

150.4 

(4) Total 

1,022.5 

o^ 

00 

(3) as percentage of (i) 

7-3 

9.9 

(4) as percentage of (i) 

8.9 

12. 1 

(3) as percentage of (2) 

12.6 

17.4 

(4) as percentage of (2) 

15.2 

21.2 


® Compiled in detail from Gr. Brit., Ministry of Labour, Gazette^ XLVI (Nov., 1938), 
446-47. 

^ Excludes throughout various classes of domestic workers brought under the act in that 
year. 

Building and contracting included j gas, water, and electricity supply not included. 

^ Covering, as nearly as possible, the same range of industries as in Tables 7 and 8, above. 
However, the inclusion here of the entire chemical, and gas, water, and electricity trades 
definitely exaggerates the total of truly ‘‘new” industries. 

of other building increased more rapidly in both periods 1924-29 and 
1932-37, it also declined far more in the years between. House build- 
ing, on the contrary, was almost impervious to the usual cyclical influ- 
ences.**® The huge industrial rebuilding after 1933, which came with 
renovation of the staple trades, continued expansion of new trades, and 
the armament boom, was also very important, but this building can 
scarcely be classed with the expanding industries of the entire period 
1919 - 39 - 

Housing was stimulated by special conditions, which had little influ- 
ence on other forms of building activity. During most of the twenties, as 

®®Sec Economist index of building activity and data in Abstracts of Labour Statistksy 
Statistical Abstracts for the United Kingdom^ and the Annual Reports of the Ministry of 
Health, 
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indicated by the predominance of and the considerable fluctuation in gov- 
ernment and government-subsidized building, a major factor was gov- 
ernment subsidy.^"^ By the late twenties, however, these essentially tem- 
porary post-war subsidies were withdrawn, and the government confined 
itself to granting assistance to local authorities for slum clearance. 

The true boom occurred in private unsubsidized construction of 
houses, mainly for sale. This activity was remarkably stable throughout 
the depression, began to rise late in 1932, and reached boom proportions 
late in 1933 and 1934.. A steady decline in building costs until early in 
1935 undoubtedly stimulated and sustained the boom, just as their rather 
sharp subsequent rise must have contributed to the leveling off of activity 
after the 1935 peak. The great decline in interest rates after 1931 stimu- 
lated an industry in which interest burdens are very important. How- 
ever, the cost factor must not be exaggerated. Housing activity was re- 
markably well maintained from 1929 to 1932, when building costs, ac- 
cording to the Economist index, fell much less than did wholesale prices. 
The effective interest rate made available by building societies, which 
financed the greater part of the boom, actually fell very slowly. Nor is 
it conceivable that the less than 10 percent fall in costs from 1929 to 1932 
could have been responsible for the subsequent 100 percent increase of 
output. 

The major cause seems clearly to have been increased demand.^® The 
migration of labor, with changing locations of industry, the spread of 
factories and residences to the outskirts of towns, facilitated by the auto- 
mobile, created an unusual demand for homes. So did a considerable rise 
in real incomes of the employed in the years 1929-31. Behind all this was 
a driving force which translated all these possibilities into reality: 
almost revolutionary conception of what are tolerable housing standards 
among a vast section of the population . . . public appetite has over 
large areas become omniverous.” 

In the first half of 1935 private unassisted housing development lev- 
eled off. Building activity was sustained by increased subsidized local gov- 

British Assoc., Britain in Defression^ pp. 326-28 5 Kaethe K. Liepmann, “English Hous- 
ing Policy since the War,” Amer. Econ, Rev.y XXVII (1937), 503-18. 

See the excellent discussions, British Assoc., Britain in Recovery ^ pp. 399 ii., and espe- 
cially pp. 418, 425-295 '^The Housing Boom, I,” Economist, CXXI (1935), 795-96; 
Stolper, “British Monetary Policy and the Housing Boom,” Q.J.E., Nov. 1941, Part II 
(Suppl.) 5 also p, 262, below. 

British Assoc., Britain in Recovery^ pp. 432-335 see also Marian Bowley, “Fluctuations 
in House-Building and the Trade Cycle,” Rev, Econ, Studies, IV (1937), 174. 
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ernment expenditures on slum control, by a large increase of industrial 
capital extensions and replacements, and by rearmament. But with in- 
creasing building costs, and a rising cost of living, private housing activity 
was reaching the saturation point, although it remained at a high level 
as late as 1938. 

This does not mean that the real need for adequate housing had been 
satisfied. This upsurge of private building was undertaken to meet a great 
middle-class and lower-middle-class demand. Most of the houses were 
built for sale, not for rent. The cost was undoubtedly beyond the reach of 
the bulk of the self-supporting laboring population. Slum clearance pro- 
grams, on the other hand, the only building which continued to receive 
government subsidy, touched only the very bottom strata.*^^ In the ab- 
sence of some revolutionary technical advance in building, there seems 
little doubt that the future satisfaction of this still largely unsatisfied 
demand, a demand turned into an active need by the destruction of a 
long war, must increasingly be undertaken by the government. 

All Great Britain’s rising industries of the years 1919-39 were of one 
pattern, typified by hoi^sing. The greatly increased sales of owner-driven 
automobiles, of new houses, the increased domestic and industrial con- 
sumption of electricity and electrical goods, and the accompanying tech- 
nological progress and falling unit costs and prices reflect a rising stand- 
ard of living for the bulk of the population (at least for those who were 
employed), a growing enjoyment of the amenities of modern existence, 
with real wages mounting and (after 1932) unemployment diminishing. 
The total pattern represents, in large measure, a successful adjustment 
by the British economy to the altered international position of British in- 
dustry. 

Liepmann, “English Housing Policy Since the War,’’ Amer, Econ. Rev., XXVII (1937), 
515-185 “The Housing Boom, I,” Economist, CXXI (1935), 7955 Stolper, “British 
Monetary Policy and the Housing Boom,” Q.J.E., Nov. 1941, Part II, pp. 9-20, 147. The 
political aspects of this problem seem to have been significant. Under Labor government 
subsidies, considerable numbers of houses were built by local authorities for rent to poorer 
classes. Conservative governments abolished these subsidies, largely at the complaint of 
private builders, and buildings thenceforth were constructed mainly for sale. See Ernest 
Davies, ^^NatlonaP Capitalism, chap, iv, fassmz; Norman McKellen, “Housing the Peo- 
ple,” Transactions of the Manchester Statistical Society, Feb. 13, 1935, pp. 9-1 1 . 



Part Three 

The British Balance of International 
Payments 

mm I m m 

VIIL BASIC TRENDS IN THE BRITISH 
BALANCE OF PAYMENTS 

T he major real determinants of Great Britain's changing posi- 
tion in the world economy, we have stated, were autonomous eco- 
nomic forces largely independent of and beyond the control of 
British policy. It is the purpose of this chapter to analyze the evolution 
of the British balance of payments under the impact of these forces. 

Before 1914 

Throughout the century before the first World War, Great Britain was 
by far the leading international creditor. Her balances on current account 
for 1907, 1910, and 1913, presented in Table 14, show how her people 
were able to add something to their capital abroad in virtually every year 
from 1850 on,^ and as much as 100, 1 50, and even 200 millions annually 
in these years. For one thing, the British bought almost ail their imports 
of goods and services by equivalent exports j in 1913 Britain was still the 
world’s leading shipper, banker, and exporter of manufactured goods.- 
While in the aggregate the British were thus enabled by their heavy in- 
come on past investments to consume more foreign goods and services 
than they gave in exchange, most of this income was saved and reinvested. 

^ Only during the bad harvests of the late seventies does Britain seem actually to have 
consumed some very small amounts of her foreign capital, on balance. All references to 
pre-war balances of payments, unless otherwise noted, are to the estimates of Hobson, 
The Export of Capital pp, 170, 197. 

^ Even in 1899, a year of war and of practically no capital export^ British merchandise 
exports (£320 million) and service income (£105 million, net) were together almost 
sufficient to buy her imports (£485 million). Even if British foreign lending and income 
from past investments had ceased, her people would thus have been able to support by 
far the major part of their commodity imports by sale of goods and services. 
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^1938 current balance tentative. 

^ See Appendix for explanation of these specific figures. 

^ Estimated dealings in existing securities, direct investments, etc. 
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Table 14 

United Kingdom Balance on Current Account ® 
(£000^000) 


Items 

ipoy 

JpIO 

1913 

Net outgo on mdse, account (including gold) 

142 

159 

158 

Net income from 

Shipping 

S 5 

90 

94 

Interest and dividends 

160 

187 

210 

Short interest, commissions, etc. 

25 

25 

25 

Other sources 

10 

10 

10 

Total 

280 

312 

339 

Current balance (+) 

13B 

153 

181 


® Source: Board of Trade Journaly CX (1923), 386. These are the only pre-war years for 
which official estimates are available. 


The years 1907, 19103 and 1913 were, however, peak years of a peak 
decade, and comparisons of the years 1919-39 with them alone are de- 
ceptive. Never before had Britain exported so much capital, in absolute 
quantities, and only in a few periods (1871-74 and 1886-90) as much in 
proportion to her foreign interest income. The estimates of Table 15 
supply a better perspective. 

Certain characteristics of the pre-war balances remained unchanged. 
The trade balance had been passive since 1825 at least, and probably 
decades before that year.^ Invisible incomes mounted fairly steadily 
throughout, in real terms, with the regular accumulation of foreign in- 
vestments, and expansion of the volume of world trade. They grew faster 
or more slowly — ^but they grew. 

The most striking fluctuations were the corresponding inverse changes 
in the balance of trade and in capital exports.^ These fluctuations were 

® It is impossible to assign definite dates to these changes because of the arbitrary official 
valuations of exports and imports before 1854. Stephen Bourne places the change around 
1S25, in ‘^The Growing Preponderance of Imports over Exports,” J.R.S.S., XL (1877), 
21-235 see also his Trade^ Foftdation and Foody pp. 15-20, 31-33. A recent more 
elaborate investigation shows that the balance was fairly regularly passive at least from 
1801 on, and definitely, regularly, and appreciably so (by over £10 million) only after 
1824. Schlote, Entwkkhmg und Strukturwandlangen des englischen AussenIzandeU mn 
1700 bis zur Gegenwarty pp. 37, 124—25. 

'^They correspond statistically, because the latter is taken as the converse of the current 
balance, of which merchandise trade (for which alone accurate figures are available) is 
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Table 15 

Annual Averages of United Kingdom B'\lances of Payment, Current 

Account ® 


(£000,000) 



MERCHANDISE TRADE ^ 

Net 

Net In- 

Balance 


Imports 

Exports 

Balance 

Service 

vestment 

(Net capital 

Period ^ 

(-) 

(+) 

(-) 

Incotrie 

Income 

outflow) 

1 

0 

00 

378-3 

317-1 

61.2 

74.0 

48.0 

60.8 

1875-80 

41 1. 1 

290.4 

120.7 

76.6 

47*9 

3.8 

1881-85 

419.6 

316.1 

103.5 

77*4 

56.0 

29.9 

1886-90 

414.0 

320.7 

93*3 

82.1 

82.1 

70.9 

1891-99 

480.3 

331*5 

148.8 

87.2 

92.6 

31.0 

1900-1904 

571.0 

384.0 

186.9 

103.5 

104.7 

21.3 

1905-9 

669.5 

514.0 

155*5 

1 26.8 

138.2 

109.5 

1910 



159.0 

125.0 

187.0 

153.0 

1913 



1 58.0 

1 29.0 

210.0 

1 81.0 


^Sources: 1910 and 1913 from Table 14, above j all other years from Hobson, The Ex- 
fort of Capital^ pp. 170, 197. These estimates are extremely rough and contain consid- 
erable error. However, they are the only complete series available. 

^ These periods are chosen, although they are of uneven lengths, in order best to demon- 
strate the fluctuations of the current balance. 

^ Includes coin and bullion. 


conditioned by two major factors. First, there were long- and short-run 
changes in British and world demand and supply functions. Secondly, 
there were shifting relative marginal efficiencies of capital in different 
regions of the world. During the nineteenth century the development of 
the world’s debtor countries, by means of international and domestic 
capital, probably fluctuated between greater extremes than did domestic 
investment in an older country like Great Britain, This was partly be- 
cause the more exotic foreign ventures were naturally subject to greater 
vagaries of public psychology, within both debtor and creditor countries. 
Exuberant optimism and overexpansion and bankruptcy and excessive 
pessimism followed each other with monotonous regularity. Moreover, 
the real profitableness of investment in “younger” countries varied 
greatly as new geographical areas were opened and settled, new natural 
resources discovered and exploited, new means of transportation invented 

the largest and most variable part. Actually, however, whenever more accurate evidence 
is available, it appears to be true that capital movements and commodity trade balances 
show the closest (inverse) correspondence. 
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and applied, and as, after each initial spurt, short-run diminishing returns 
inevitably set in. Such fluctuating investment brought wide, continually 
recurring fluctuations in relative levels of buying power in different re- 
gions of the world. This meant, in turn, continual changes in reciprocal 
trade balances along lines determined by world conditions of supply and 
demand, which themselves were unstable. 

In periods culminating in the years 1870-73, 1888-90, and 1911— 13, 
under the influence of this configuration of factors, the incomes of the 
world’s debtor countries increased rapidly, Britain lent heavily abroad^ 
and her exports rose correspondingly. The period from about 1 850 to 
1873 was one of rapid development of continental Europe and the 
United States j it witnessed also the beginning of heavy investment in 
the empire and other outlying regions, mainly in a sustained world-wide 
railway construction boom. In these years, moreover, the British pro- 
ducer enjoyed a pre-eminence never again matched.^ Heavy world in- 
vestment required specifically British ships, rails, locomotives and other 
capital goods j ^ and rising world incomes inevitably meant a demand for 
British textiles and clothing. Only Britain was wealthy enough to help 
younger countries finance their development j she exported capital to 
them in the form of contractors and managers, capital and consumption 
goods, and services. In such cyclical upswings British exports expanded 
far more rapidly than imports, with a definite tendency for the adverse 
trade balance to diminish (a tendency more or less offset by rising prices), 
as buying power of the developing foreign countries expanded more 
violently than her own.'^ The absolute decline or slow ascent of the trade 
balance (see Table 15), in conjunction with rapidly rising invisible in- 
comes,® constituted her huge foreign lending. 

The converse was true in the downswing. With the rapid decline of 
investment in debtor countries by their own nationals and by English- 
men, a situation usually accompanied by severe contraction of over- 

® Ciapham, An Economic History of Modern Britain^ IIj 7-8, 1 3-21. 

° See Jenks, T/^e Migration of British Capital to xBySy PP- ^73“75) 4^^* 

^ Kindleberger, International ShorUTerm Capital Movements ^ pp. 14 1-4. 3 5 see statistics 
in Bourne, Trade Population and Food, pp, 53-54, 57, 1745 and Table 16, below. 

® The growth of income from past investment was not so much the result of world pros- 
perity as of the enormous increase of new investments. The increase of £1,000,000,000 of 
Britain’s foreign security holdings in the years 1907-8 to 1913, estimated by Sir George 
Paish (‘‘Great Britain’s Capital Investments in Other Lands,” J.E..S.S,, LXXII, 1909, 
4755 “The Export of Capital and the Cost of Living,” Statist^ Suppl., Feb. 14, 1914, 
pp. V“Vi), at 5—6 percent (a modest return in such prosperous times) would account for 
a rise in annual income of £50 to £60 million in just those six years. 



130 TRENDS IN BALANCE OF PAYMENTS 

inflated money and credit structures, these countries suffered especially 
great income deflation. Previous overinvestment left the world with 
greatly expanded and not entirely assimilated productive powers, while 
the great effective demand for goods for investment and consumption 
suddenly fell off. There ensued a decline in demand for British goods 
which was not merely cyclical. As we argued in Chapter 5, above, this 
growth of foreign productive power contributed to a secular deterioration 
of Britain's competitive position as well. So, in each subsequent cyclical 
phase, she encountered increasing difficulties due to the trade barriers 
and intensified competition of countries increasingly capable of meeting 
their own and others’ needs on current and capital account. And in the 
downswing, with this conjuncture of cyclical and secular changes, Brit- 
ish exports lagged considerably behind imports in both value and volume, 
as foreign lending declined correspondingly.^ 

These fluctuations in Britain’s international trading and financial posi- 
tion were accomplished primarily by alterations in the rate of growth 
of her merchandise exports. It is apparent from Table 16 that imports 
grew secularly at a much steadier rate than did exports, with the rise of 
British population, industry, and real incomes and a decline in that pro- 
portion of needed food and raw materials which her own productive 
factors could supply.^^ In times of diminished lending (e.g., 1890-99), 
this relieved debtor countries of deflationary pressure and hence di- 
minished their need absolutely to cut their purchases from Britain. Thus, 
Britain suffered no absolute declines in the volume of her exports over 
any appreciable length of time (i.e., between ten-year cyclical peaks). 
With the continuous secular expansion of trade, adjustments to these 
changing capital flows were relatively easy for the British creditor, as 
well as for the foreign debtor. 

The years 1905 to 1913 represented in a sense the last and greatest 
effort, when a broad new expansion of younger regions far more than 
offset a secularly diminished British competitive strength. And just as 
previous investment booms had ended in long periods of relative stag- 
nation and a weaker British balance of payments, so, it was to be ex- 

® As Table 15 shows, exports rose but 5 percent in value from 1870-74 to 1891-99, while 
imports increased 27 percent. Correction for the price fall would show an even greater 
relative rise of imports, prices of which fell faster than prices of exports. See also Table 1 6, 

See also C. K. Hobson, ^‘Export of Capital in Relation to Unemployment,’^ in Is Unem’* 
fhyment Immtablef London, Macmillan, 1924, p. 168. Table 15 shows only one 
slight decline in the value of imports, in the period 1886-90, and this greatly facilitated a 
heavy transfer of capital. 
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Table i6 

Volume of United Kingdom Trade: Average Annual Rate of Growth in 

Percent 


Period 

Gross 

Imforts 

Exforts 

U.K. Goods 

Re-exports 

0 

? 

*-4 

0 

1.2 

1.2 


1780-1800 

5‘5 

6.1 


00 

0 

0 

1 

00 

1-3 

1.2 

2.1 

1825-1840 

3-3 

4.0 

4.6 

1840-1860 

4*5 

5-3 

5*5 

1860-1870 

4.4 

4.4 

3*9 

1870-1890 

2.9 

2.1 

2.0 

1890-1900 

2.6 

0.7 

0.8 

I9OO-I9I3 

1-5 

3-3 

3*7 

I9I3-I929 

1. 1 

-0.5 

-0.4 


® Source : Schlote, Entwicklung und Strukturwandlungen des englischen Aussenhandels^ 
p. 46. Imports, being’ gross, should properly be compared with exports and re-exports 
together. 

pected, would this one. Nevertheless, earlier peaks were as important as 
this one, in proportion to the smaller total of international transactions 
and in view of the higher prices of the later years. And even apart from 
these peaks Britain had always been adding to her foreign investments 
and selling a steadily increasing volume of exports. The years 1905-13 
differed from preceding decades only in degree, not in kind. 

Post-War Years 3 the Trade Aspect 

If we are to compare the years after 1919 with peak pre-war years in 
a study of long-run changes, it is necessary also to take the best years 
of the later period, as we do in Table 17.^^ This comparison and the data 
of Table 13, above, show in unmistakable terms the most striking and 
significant general change in the British balance of payments during the 
inter-war years — the decline and disappearance of the available surplus 
for investment abroad, the balance on current account. The reduction 
of this balance by 40 percent in value and perhaps 60 percent in real 

The balance of payments mirrors only one aspect of an economy, A “strong” balance of 
payments is not necessarily the strongest or most desirable total economic position. British 
living standards increased many times more in the years 1875-1900, %vhen the balance of 
payments was generally weak, than in the years 1900— 1913, when it was strong. See chap- 
ter XIV, below. 

Allowance shouW be made for abnormal 19^$, the year of the coal strike, 
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Table i 7 

U.K. Current Balances of International Payments, 1907-38 Annual 
Averages, Peak Years ^ 

(£ooOyOoo) 


Merchandise, including silver 

jpoy, igio, igis 

1927—29 

^933-35 

Imports 

712.5 

1,220.3 

745-3 

Exports 

::7'- 0 

CO 

472-7 


134.6“ 

373-0 

273.0 

Shipping 

89.7 

133-3 

68.3 

Interest and dividends 

185.7 

250.0 

171.7 

Short interest, commissions, etc. 

25.0 

64.3 

30.0 

Other receipts 

10.0 

15.0 

1 0.0 

Government transactions 


13-3 

I.O 


310.3 

476.0 

281.0 

Balance (-f) 

176.0 

q 

0 

8.0 


® Source, Board of Trade Journal (annual issues). Gold is excluded. 

^ Merchandise figures given by the official Board of Trade estimates include gold and 
differ therefore from these, which are from the Statistical Abstracts for the United 
Kingdom. 

Table 18 

United Kingdom and World Exports and Imports ® 

U.K. as percentage 

U.K. VOLUME indexes ^ OF WORLD ^ 


Year 

Net Exports 

Net Im forts 

Exforts 

Imforts 

1913 

100.0 

1 00.0 

13. II 

15.24 

1924 

80.0 

106.4 

12.94 

17.62 

1927 

81.8 

118.3 

1 1. 10 

15.92 

1929 ® 

86.6 

121.3 

10.86 

1540 

1929 



10.7s 

15-19 

1932 

54.5 

106.9 

9.92 

16.30 

1936 

65.4 

124.6 

10.30 

17.60 

1937 

71.6 

132.5 

9.87 

17-03 

® Sources: 

indexes from Board of 

Trade Journal, 

and Balfour Committee, 

Survey of 


Omrseas Markets, pp. 4, 638. Percentages of world trade from Board of Trade, Statistical 
Tables (1924-30), I, 164-65, and League of Nations, Reviews of World Trade. 

^ Official figures for 1924-37 have been linked to 1913 by the Balfour Commission esti- 
mates, which make allowance for exclusion of Irish Free State after 1923 and for improved 
quality of exports, 1913—24. 

First series, through 1929 (first figure), from Board of Trade, second, from T929 
(second figure), from League of Nations. No allowance made for exclusion of Irish Free 
State after 1913. The effect is to conceal part of the decline of Britain as an exporter (its 
sales to Ireland exceeding Irish exports to the rest of the world) and to exaggerate its rise 
as an importer (its purchases from the Free State exceeding the latteris purchases from the 
world outside Britain). 
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terms between 1907, 1910, 1913, and 1927-29, and to a level barely, if 
at all, positive after 1930, was the result of a far greater strength of 
merchandise imports than of exports, while invisible incomes lagged. 
Such regular passive balances as occurred after 1930 were apparently 
without precedent in the century before 1913. 

The severe absolute decline in volume of British exports (see Table 
18) in the period 1919-39 is attributable primarily to the deteriorating 
competitive position of her industry in a world where the volume of 
trade was expanding much less rapidly than real income. In the 1920’s 
it was the relative decline of Britain which was the more important. She 
was the world’s leading exporting country in 1913; in 1929 her share 
in world exports was only 10.86 percent, in contrast with 15.77 percent 
for the United States. After 1929, on the other hand, the major factor 
was the great absolute weakness of all world trade, in the face of which 
Britain’s relatively stable share provided but poor consolation. In both 
cases, as might be expected, the staple trades bore the brunt of the con- 
striction. This is shown in Table 19. The rising exports come for the 
most part from the newer industries. Only machinery was an inter- 


Table 19 

Indexes of Export Volume, United Kingdom Products, 1924-37® 


Commodity Grouf 

1924 

ipap 

^927 

Rising 

Vehicles ^ 

100.0 

206.1 

214.2 

“Other” textile manufactures ® 

100.0 

129.7 

143.0 

Chemicals, drugs, dyes, etc. 

100.0 

129.7 

136.4 

Electrical goods and apparatus 

100.0 

130.8 

126.7 

Nonferrous metals and manufactures 

100.0 

124.6 

1 1 9.7 

Food, drink and tobacco 

100.0 

II9.5 

115.4 

Machinery 

100.0 

123.7 

100.5 

Declining 

Iron, steel and manufactures 

100.0 

115.7 

77-3 

Coal 

100.0 

96-3 

643 

Wool, worsted yarns and manufactures 

100.0 

77.0 

62.9 

Apparel 

lOO.O 

93-9 

61.0 

Cotton yarns and manufactures 

100.0 

88.4. 

58.0 

All U.K. products * 

100.0 

108.3 

90.1 


® Computed from indexes (annual) in Board of Trade Journal, In these indexes are 
linked together three separate series. The results are therefore only roughly comparable. 
The products included amounted in 1937 to over 75 percent of total exports. 

* Road vehicles predominantly, 

® Excluding cottons, woolens, and silks. Mainly rayon yarns and manufactures. 

The mean of the 1927-29 Board of Trade indexes of wholesale prices was 139.5, 1913 
base. Prices in 1913 were already above 1907 and 1910 levels. * 
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mediate case, partly because this group includes the growing electrical 
group, but primarily because the manufacture of machinery to equip the 
growing industries of the world is, like steel manufacture, still a secularly 
expanding trade. Exports of machinery, like those of steel, were thus 
not so weak as were exports of other staples, particularly during the re- 
covery of world investment during the I920^s. However, this recovery 
of many staple exports, like the rise of the British total, in most cases 
failed to bring the volume back to 1913 levels, leaving unbroken the 
long-run decline from 1913 to 1937- 

Cottons constitute the clearest and most important case. Between 1913 
and 19375 when total British exports were £525 and £521 million, re- 
spectively, exports of cotton piece goods declined from £98 to £45 million. 
This loss of 53 millions constituted in itself a large portion of the post- 
war balance-of-payments problem.^^ 

The rising exports were far from sufHcient to compensate for the fall- 
ing segment. Their rise did keep the total value of British exports in 
1937 at the 1913 level, but they could not check a decline of almost 30 
percent in the total quantum in this period. 

While the volume of British exports and Britain’s share of the world 
total fell steadily, her imports rose almost as steadily in both respects 
(see Table 18). There were several prominent causes of this phenomenon. 
One was the great fall in price of foreign foods, in the face of which Brit- 
ish demand showed a surprising elasticity. While Britain’s population 
increased roughly by ir percent between 1913 and 1937, the volume of 
food purchased from abroad increased by 38.6 percent, despite the in- 
troduction of agricultural protection. The British people were eat- 
ing better in the years 1919-39. Cheaper food and a marked decline 
of savings after the war released additional income for purchases of 
other foreign consumption goods as well, before the imposition of the 
tariff. 

The backwardness of British industry was another factor contributing 
to a rise in imports. We have already seen how imports of both the staples 
and the newer products increased before the 1931 tariff, despite im- 
portant instances of tariff protection. The volume of British imports of 
manufactured goods was in 1929 roughly 142 percent and of exports 

^^See Koyal Institute, The Problem of International Investment, pp. 61—64. Some of this 
particular decline was the result of equilibrating tendencies of the British balance of pay- 
ments, and even more of debtor primary-producing countries^ balances, aided by pro- 
tectionist policy. Hence, had cottons not fallen, no doubt other goods would have felt 
greater pressure. 
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only 90 percent of their respective 1913 levels.^^ The tariff, which in 
large measure merely compensated for the many tariffs faced by British 
exports, partly restored this balance, but could not check so sharp a re- 
covery of imports of manufactures from 1935 to 1937 to surpass 1929 
quanta in the latter year, while exports continued their secular decline. 
It should be noted that this was the result primarily of the limitations 
of Britain's natural resources. By far the greatest share in the rise of 
^‘^manufactured” imports consisted of raw materials only partially fabri- 
cated — especially the newer petroleum and nonferrous metal products, 
which Great Britain could not possibly produce — some of them for the 
use of British industry in higher grade industrial operationsA^ Never- 
theless, whatever the cause, a decline in competitive ability was indi- 
cated.^'^ 

The weakness of Britain's consumption of the traditionally central raw 
materials must be blamed for the decline of her imports from 1924 to 
1929, and their failure appreciably to rise from 1913 to 1929, both rela- 
tive to the imports of the whole world. While purchases of foreign food, 
drink, and tobacco in 1929 were 31,2 percent above the 1913 level and 
of ^^manufactures” 42.1 percent above that level, those of raw materials 
(according to the rather faulty olEcial classification) were but 1.6 percent 
higher. This was the result of stagnation in the staple industries, whose 
raw material imports recovered only moderately from 1924 to 1929, off- 
setting a notable rise of other, ^hiewer” imports. The great rise of British 
imports before 1932 was thus in goods for consumption, as Table 20 
shows. After 1932, on the contrary, the great expansion took place in 
imports for use of industry, as a result of protection, rising food prices, 
and a great industrial revival.^^ There occurred a marked expansion of 
imports of nonferrous metals, petroleum products, rubber, paper-making 
materials for the greatly expanding printing and publishing trades, and. 

All volume indexes, series of Board of Trade (B. of T.J.) and the Balfour Comm., 
Surmy of 0 <aerseas Markets, pp. 4, 638-40, linked. Exports roughly corrected for in- 
clusion of sales to the Irish Free State and for higher average quality between 1913 and 
1924. 

Clark, “Statistical Studies Relating to the Present Economic Position of Great Britain, 
Econ. Jour*, XLI (1931), 350-525 “Ten Years of Trade,” Economist, CXIX (i934)> 
768. 

See Snow, “The Balance of Trade,” J.R.S.S., XCV (1932), 79—81 5 Vicose, Le Com’- 
merce exterieur de la Grande Bretagne, pp. 133, 194, 199-2005 H. V. Hodson, in British 
Commerce and Industry (T. E. Elias, ed.), I, 12—145 Macrosty, “The Overseas Trade of 
the United Kingdom, 1924—31,” J.R.S.S., XCV (1932)) 611—12. 

See Schlie, Die hritische Handelsfolitik seit Ottawa, pp. 36-39. 
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in the boom years 1936-37, iron and steel and machinery, while electrical 
goods, textiles, and other manufactured consumption goods remained 
at their 1929 levels or below them. 


Table 20 

Indexes of Volume of United Kingdom Retained Imports “ 




For Use in 




Industry and 

Ready for Con- 

Year 

Total 

Agriculture 

sumftion 

1924 

100 

100 

100 

1930 


107 

120 

193s 

108 

109 

107 

1936 

I16 

117 

I 12 


“Source, Butterworth and Campion, “Changes in British Import Trade, 1924-36,” 
Manchester School, VIII (1937), 52. 


This heavy rise of imports was to some extent equilibrative. Increased 
purchases of foreign consumption goods in the 1920’s were in part the 
result of the decrease in British savings, which contributed at the same 
time to a corresponding decline in foreign lending. Increased imports 
for the use of industry in the 1930’s involved a more subtle type of equili- 
bration. The building boom and the expansion of the printing industry, 
with correspondingly rising imports of wood and paper materials, are 
outstanding examples of what happened to British purchasing power 
released from both foreign lending and the purchase of foreign con- 
sumption goods, the former by the disappearance of profitable investment 
opportunities abroad, the latter by the tariff and cheaper foreign food. 
It led, not directly to increased compensatory imports, but instead to the 
increased purchase of domestic products. The rapid recovery of an in- 
dustry expanding to satisfy the protected home market in turn required 
greatly increased quantities of foreign raw materials, with the result that 
in the years 1936-38 any strength imparted to the balance of payments 
by the tariff or by decreased foreign lending was gone. 

However, these imports were not an equilibrating offset to persistently 
strong balances of payment. They were, on the contrary, themselves an 
independent and enduring source of British weakness, as we shall see. 

Just as the secular expansion of Britain’s new foreign investments had 
been mainly responsible for the secular rise of income from them before 
1914, so the loss of investments during the war and the failure to rein- 
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vest thereafter at anything like the old rate accounted in large measure 
for the weakness of this credit item after 1918. The Economist estimates 
that the British lost £850 to £1,000 million, one-fifth to one- fourth of 
their 1913 foreign investments, as a result of the war, because of sales 
to raise badly needed foreign exchange and belligerents’ defaults. An 
additional cause of the long-run decline of this income was the weak posi- 
tion of Britain’s debtors. For a time they met their fixed obligations out 
of incomes sustained by new borrowing. After 1928, with the disap- 
pearance of new lending and the long depression of world trade, came 
defaults, transfer moratoria, and rapidly declining returns of equity in- 
vestments. The resultant failure of Britain to add to her foreign in- 
vestments and, in the recovery period, heavy repayments of past debts 
and conversions in London at lower interest rates reinforced this tend- 
ency, indicating that there has been a secular decline, attributable to the 
world’s decreasing (effective) demand for British capital as for British 
goods. 

The income earned by Britain’s shippers, bankers, underwriters, ac- 
ceptance houses and insurance companies are also in major part de- 
pendent upon the volume of international commercial and financial 
activity. They, too, suffered during these years from the lag of this 
activity and from the deteriorating relative position of the British sup- 
plier. 

Post-War Years j the Capital Aspect 

In the years following 1913 real British savings were considerably 
smaller than in the immediate pre-war years.-^ Inequality in the dis- 
tribution of British income seems to have reached a peak around 1913, 
partly as the result of high profits in industry and large income from 
oversea investments in that year, and to have diminished considerably 
afterward.^^ The effect of heavy taxes on business profits, incomes, and 

“British Capital Abroad,” CXXIX (1937), 3595 CXI (1930), 895—965 see also 
Kindersley, “A New Study of British Foreign Investments,” Economic XXXIX 

(1929), 9. All subsequent references to Kindersley are to his studies of Britain’s foreign 
investments appearing annually in the Economic Journal^ from 1929 to 1939. 

Clark, The Conditions of Economic Progress, p. 397, and National Income and Outlay, 
pp. 249-505 Gr. Brit., Comm, on National Debt and Taxation (hereinafter referred to 
as Colwyn Comm.), Refort (Cmd. 2800, 1927), pp- 16-175 Bowley, Some Economic 
Consequences of the Great War, p. 1365 Kindersley, in Econ. Jour,, XXXIX (1929), 
22—23. 

Clark, ibid,, p. 430. E. A. Radice, on the basis of British experience, casts some doubt 
upon the usually assumed positive correlation between inequality of income and personal 
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inheritances and o£ government social service expenditures after the 
war has already been mentioned. In addition, real wages rose in the post- 
war years, due largely to the rigidity of money wages. The greatest gain- 
ers were unskilled workers, whose earnings and savings were smallest 3 
hardest hit were business profits, which accounted for perhaps two-fifths 
of total national saving in 1924.*- The staple trades, traditionally accus- 
tomed to reinvest a large part of their earnings, were especially depressed. 
Finally, the poor showing of income from oversea investments most ad- 
versely affected the investing rentier classes. The middle and upper 
classes, their incomes reduced by these many factors and by depression 
after 1929, kept up consumption at the expense of savings.-'"^ 

Britain’s ability to supply all domestic and foreign demands for her 
capital was thus diminished. The brunt of this decline was borne by for- 
eign investments, which for perhaps a decade before the war had taken 
50 percent or more of national savings, Clark’s data show that they ac- 
counted for 56 percent of total British (net) capital accumulation in 
1907, 22 percent and 33 percent in 1924 and 1929, respectively, and 
(less than) zero in 1937.-^ As Table 21 shows, 45 percent of all new 
issues floated in London in 1910-13 were foreign, and only 2 percent 
in 1934-38*^^ 

For only a small part of this decline of foreign lending can discrim- 
inatory government policy be held responsible. The sporadic govern- 
ment controls of the 1920’s could scarcely have been sufficient to ex- 
plain it, and the continuous effective official controls of the 1930’s, 
although a restraining influence, were hardly necessary. The major causes 
in the latter years were the collapse of international credit and the dimin- 
ished opportunities for international investment. As a result of this 
diminution of investment outlets and of the continued economic growth 

savings. However, if business savings, the medium through which the wealthy do most of 
their own saving, are taken into account, the familiar relation seems to hold. Savings in 
Great Britain^ 7922-1 955, London, Humphrey Milford, 1939, pp. 20-22, 67, 72* 

Colwyn Comm., Refort, pp. 17— 19 j Clark, National Income and Outlay , p. 96. 

Clark, Natiofial Income and Outlay, pp. 250—545 Radice, Savings in Great Britain, 
p. 22. See also Bowley, Some Economic Consequences of the Great War, chap, vi, and 
pp. 80-82, 1145 Liberal Industrial Inquiry, Britain's Industrial Future, pp. 245-46, 

T/ie Conditions of Economic Progress, p. 3975 Herbert Feis, Eurofe, the WorhPs 
Banker, p. 5, 

See Kindersley, in Econ^ Jour., XXXIX (1929), 235 Gregory, ‘^Great Britain and 
Foreign Investments,’^ in Foreign Investments, pp. 120 ff., especially 131, 1365 Liberal 
Industrial Inquiry, Britain's Industrial Future, pp. 19—20. 
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Table 21 

Annual Averages of New Issues in London ® 



jpjo-15 

r 926-50 

1934-3^ 

In £000 

For the U.K. 

43^966 

164,560 

138,199 

Empire 

76,864 

70,064 

25,601 

Non-empire 

100,570 

49457 

4,047 

Total 

221,400 

284,082 

167,848 

As percentage of total 

For the U.K. 

19,9 

57-9 

82.3 

Empire 

347 

24.7 

15-3 

Non-empire 

454 

174 

2.4 

Total 

100.0 

100.0 

100.0 


® Compiled from annual year-end estimates of the Statist (1910-13), and Miilani Bank 
Monthly Review (1926-38). Excludes conversions and shares issued to vendors. The Mid- 
land Bank figures explicitly exclude refundings 5 those of the Statist are believed to exclude 
them also. The two are fairly comparable. 

of debtor countries, those countries became increasingly self-suiEcient, 
and were thus enabled to repay large portions of their external debt. 

In the 1920^8, however, high interest rates reflected considerable de- 
mand for capital. The losses resulting from war and the inadequately 
restored international stability of the first post-war decade both doubtless 
helped to dampen the ardor of investors. But perhaps most important 
in Britain's case was her decreased ability to lend. First of all, growing 
new domestic industries, incapable of financing their own development 
and promising high returns, pressed against her diminished supply of 
savings. Secondly, her balance of payments was weak.^^ 

The result of strong foreign demands, pressing against a limited sup- 
ply, was a stiffening of British interest rates during the 1920’s, both auto- 
matically and through conscious policy of the Bank of England. Conse- 
quently non-empire debtors could as a general rule borrow more cheaply 
in New York than in London.^'^ Only empire countries (with the ex- 

This weakness may be said to have resulted from an attempt to transfer abroad more 
capital than voluntary savings (minus domestic investment) would permit and hence may 
not be considered an independent or additional factor. 

^^See table in Royal Institute, The Froblem of International Investment^ p. 135. The 
American rates shown there are probably understated for comparison with the British 
figures for non-empire borrowing, by the inclusion in the former of the cost of Canadian 
and Australian issues in New York. Empire borrowers probably obtained better rates in 
New York as well as in London. 
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ception of Canada) continued to borrow predominantly in London 3 
they obtained more favorable rates because of the psychological prefer- 
ences of British investors, and the statutory grant to most of their issues, 
if duly registered and meeting certain requirements, of trustee status, 
which increased their marketability.^® Because of this and also because 
the 1920’s witnessed a considerable investment boom in large sections 
of the empire, these countries took a rising share of the diminished total 
of Britain’s foreign lending (see Table 21). 

A decline of Britain’s foreign lending, from causes partly external 
to the current balance — such as actually occurred — might have made for 
a strong balance of payments. The current balance would then have been 
induced to adjust thereto via higher British purchasing power and prices. 
Export costs would have risen relative to those of other countries, as the 
relative prosperity of domestic industry attracted factors of production 
from export industries. This is not what happened. During the 1920’s 
it was foreign lending which had to be squeezed down by high interest 
rates and spasmodic government embargoes to fit an excessively weak 
current position. There occurred a relative deflation of British prices and 
purchasing power j wages in export industries were forced down con- 
siderably compared with competing exporting countries, and factors 
of production in these industries were unemployed. Domestic industries, 
it is true, were more prosperous than export, partly because of factors 
such as the decline in savings, which contributed also to the reduction 
of foreign lending. Furthermore, British export costs were thus some- 
what enhanced. But the major problem in Britain was not the difficulty 
of attracting workers actually engaged in export production to domestic 
industries by higher wages. Instead it was hoped that lower wages in 
sheltered trades would help absorb workers already unemployed by the 
fall of exports. Therefore, despite the fact that capital exports were at a 
lower level than before the war, they were excessive in relation to the 
current balance. At least until 1931, the preponderant causal influences 
proceeded from trade, not from the capital side of the balance of pay- 
ments. 

Whereas in the years 1927—30 Canadian new issues sold in the TTnited States exceeded 
repayments of issues originally sold there by almost $800 millionj vis-a-vis England re- 
payments exceeded new issues by $70 million. Tables in The Canadmn Balance of hiter^ 
natio 7 tal Payments^ pp. 193—95 j also pp. 1 12, 1 16—17, Hans Schiie, Die britische 

Handels folitiky p. 30. 

‘‘British Capital Abroad,” Economisty CXXIX (1937), 364-65j Gregory, in Foreign 
InvestmentSy pp. 105-8, 
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After 1931 net foreign investment and the positive current balance 
virtually disappeared. Weakness of the current balance in this period 
can scarcely be considered the major cause of weakness of foreign invest- 
ment, despite the fact that the dubious responsiveness of trade to any 
attempt to transfer large investments precluded any substantial revival 
of lending. The decline of capital exports was not so much the result of 
diminished ability to lend as of prohibitively low prospective gain. The 
interrelationships between the two balances were complex and devious. 
The maintenance of consumption out of savings during the depression 
and the release of buying power as a result of cheaper food created a 
quickened demand in Britain for new goods, houses, newspapers, the 
cinema and for domestic investment to produce them. Whereas in the 
twenties much of this demand leaked abroad, for foreign goods and se- 
curities, and interest rates were maintained at a high level by the superior 
attractions of foreign investment, now the collapse of foreign lending, 
the existence of the tariff, and the fall of the pound all brought easy 
money and a limitation of the increased demand to home goods. The 
balance-of-payments situation was eased. Production for the home mar- 
ket and domestic investment recovered rapidly. In time, however, the 
relative ease of the balance of payments vanished, as domestic revival 
eventually entailed heavy imports of raw materials and manufactures re- 
quired by booming home industry. The current balance again became 
negative, as a result, after 1935. This was in a sense a delayed adjustment 
to decreased lending.^^ 

As in the 1920^8, however, the continued change in Britain's current 
balance must have been the result of factors operating initially upon trade 
rather than upon capital. The reappearance of heavy adverse balances 
after 1935 was, if an adjustment to anything, as much an adjustment to 
the tariff and the depreciated pound, which had helped to ease the years 
1932-35, as an adjustment to lending, which had been small ever since 
1932. Had it not been for the tariff, the current balance would have 
fallen much sooner and more rapidly, a fall which would scarcely have 
been attributable to, or in adjustment of, decreased foreign lending. 
Britain's weakened competitive position, the great decline in the lending 
of other countries as well, the relatively long-run difEculties of primary 

This is even more clearly true of the failure of income from oversea investments to re- 
cover to 1929 levels, because new issues no longer oiffset repayments, and because cheap 
money in Britain, largely attributable to decreased foreign lending, led debtors to undertake 
extensive conversion operations. 
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producers, the spread of economic nationalism, all these factors affecting 
both her ability to sell and the ability of others to make payments to her, 
would have, even more than in the 1920’s, caused a deterioration of her 
current balance beyond that dictated by capital factors, regardless of the 
trend of her foreign loans. It cannot be doubted that the decline of the 
current balance after 1935 was largely a reflection of the continued opera- 
tion of these factors — from Britain’s point of view, factors from the trade 
side. 

Although thus the disappearance of foreign lending was to a large 
extent in the 1920’s, and primarily in the 1930’s, the result of “factors 
from the capital side” — ^i.e., decline of savings and of the effective foreign 
demand for British capital — and although British exports were undoubt- 
edly lower as a result, the evidence indicates that the long-run decline 
of the current balance was not in major part an adjustment thereto. The 
reasons are clear. For one thing, even the decline in voluntary savings, 
by entailing an increased consumption of foreign goods, diminished the 
current balance far more directly and quickly than it curtailed the attempt 
to lend abroad. For another, even when Britain did lend in the 1920’s, 
her commodity exports were much less likely to be stimulated than in 
earlier decades. Just as it was increasingly true in pre-war years, so in 
the post-war years, a far greater portion of the loans were made to coun- 
tries who needed British goods less than they needed foreign foods and 
raw materials, gold, or exchange with which to pay such obligations as 
reparations. Similarly, more of Britain’s capital helped to rebuild indus- 
tries which within a very short time began to take foreign markets away 
from her.^^ Finally, not only British but also total international lending 
was considerably less in the post-war years.^^ And, as we have seen, this 
was only one of the causes for the diminished buying power of Britain’s 
debtor markets. All these factors, involving a change in world supply- 
and-demand dispositions which made British industry less able to meet 
world demands, were more important causes for the decline of British 
exports than her own decreased lending. For her this decline in sales was 
thus an initial disequilibrating factor. 

The “competitive position” of a country’s industry, it appears, is no 
simple concept. Two separate complements of factors may be distin- 

See Royal Inst, The Problem of International Investment^ pp. 20—225 B.E.A.M.A., 
The Electrical Industry of Great Britain^ pp, 182-845 Eoftns, A Main Cause of Unem- 
floymenty P* 55» 

Cassel, “The International Movements of Capital,^’ in Foreign Investments^ pp, 53— 605 
Ohlin, Interregional and International Trade^ P» 45^* 
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guished, even though in reality their effects may be utterly indistinguish- 
able. The first, and the more obvious, consists of the supply functions of 
that country in relation to the supply-and-demand dispositions of the 
rest of the world, at given levels of purchasing power. The second we 
may term the ‘^purchasing power factors,” changing levels of. buying 
power which result from net changes in balances of payments and levels 
of investment activity, both of which shift total demand (and to a lesser 
extent cost) curves of different countries relative to each other and thus 
favor or hamper various competing suppliers. 

Because of certain changes in the world^s demand for and supply 
of primary goods, and because a cycle of heavy investment in the develop- 
ment of these productive facilities was coming to an end, the countries 
specializing in their production suffered a depression of incomes in com- 
parison with the rest of the world in the years 1919-39. Because Britain’s 
sales were particularly heavily concentrated in those markets, this shift 
in world demand made for a deterioration of her competitive ability. 
Supply curves were also thereby altered to her detriment. On the one 
hand, the factors causing a decline in her own lending also helped to 
sustain British export costs. This was the minor factor, we have con- 
cluded. On the other hand, the primary producing countries were in this 
way impelled the more rapidly to speed the secular rise of their own 
manufactures, by government policy and by automatic adjustment, the 
latter resulting from a release to import-competing lines of labor previ- 
ously engaged in their export trades.^^ To the primary producing coun- 
tries the cut In their purchases of British goods was an equilibrative ad- 
justment. For Britain it was in major part an external disequilibrating 
factor. 

Although both complements of causes from the trade side meant the 
same thing to Britain — a poorer competitive position and a tendency to 
lower incomes— it is important to note the difference between them, in 
order to stress the fact that it was a concurrence of many changes which 
conspired drastically to alter her position in the years 1919 to 1939. 
Britain’s ills sprang only partly from simple technological and managerial 
backwardness. They were in very large measure the result also of fluctua- 

That this was not simply an adjustment to decreased imports of capital (let alone 
British capital only) is indicated by the fact that debtors went into import-competing lines 
not so much because of a depression of home market industries, caused by a decline of bor- 
rotving, but because of the depression of their exports, for other reasons. And their prices 
and costs fell not so much because of declining domestic purchasing power as because of a 
decline in foreign demand for their goods. 
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tions in world levels of buying power, arising outside her balance of 

payments, factors over which she had not the remotest possibility of 

control. 

The Terms of Trade 

The changing terms at which a country’s exports exchange against for- 
eign goods and services are determined in the same processes and by the 
same factors as determine its competitive position, and the structure and 
the fluctuations of its balance of payments.®"* 

Table 22 

Indexes of the United Kingdom Barter Terms of Trade ^ 


{iQIS = joo) 


Period 

bnfort Prices 

Ex fort Prices 

Terms of Trade 


(0 

(2) 

(2) (0 

1694 

68.0 

197.0 

290.0 

1801-15 

203.3 

288.0 

141.7 

1816-28 

144.7 

178.8 

123.6 

1829-42 

1 1 7.4 

117.6 

100.2 

1843-50 

100.8 

93*1 

92.4 

1851-59 

I lO.O 

90.7 

82.6 

1 860-69 ' 

129.2 

1 1 1. 1 

86.0 

1870-76 

i 18.6 

108.9 

92.0 

1877-85 

103.5 

85-3 

82.4 

1886-93 

87.1 

774 

88.8 

1894-03 

79.6 

77.7 

97.6 

1904-10 

90.8 

88.7 

97*7 

191 1-13 

98.3 

96.7 

98.5 

1914-18 

160.2 

1 50.0 

93-6 

1919-23 

202.8 

264.0 

130.1 

1924-32 

127.7 

158,5 

124. 1 

1933-37 

89.6 

123.4 

138.0 


® Source: Clark, The Conditions of Economic FrogresSj p. 453. 

^^The reader is reminded of the classification of these factors adopted above: reciprocal 
demand and supply dispositions, the product of an enormous variety of technological, insti- 
tutional, cyclical, and other determinants, and changes in levels of purchasing power, re- 
sulting from net changes in balances of payments and levels of investment activity. See 
pp. 7, iz8, 142-43. For an interesting indirect corroboration of the validity of this distinc- 
tion between two sets of causative factors, in a different connection, see Machlup, Inter- 
national Trade and the National Income Multiflier ^ pp. 115-16. 
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The most striking technological changes o£ the century from 1 760 to 
i860 were those which increased the productivity of Britain’s manufac- 
turing industry, and effected equivalent reductions of the unit costs of 
her exports.^^ Consequently, from perhaps 1700, and more certainly 
from 1800 to i860, Britain’s terms of international trade deteriorated 
continuously and markedly (see Table 22).^^ A very large share of the 
benefits of her industrialization was going to the foreign consumer.*^ ^ 

After i860 the opening of new areas producing food and raw ma- 
terials, aided by exports of British men and capital, by the railroad, the 
steam (and refrigerated) ship, and the mechanization of agriculture, 
bore fruit. Britain relied increasingly upon foreign food supplies and 
benefited more and more from their falling costs. In more recent years 
this relative weakness of primary prices was aggravated by the combina- 
tion of factors already discussed and by a greater downward rigidity of 
industrial prices than of primary prices, for institutional reasons. As a 
result, this long-drawn decline of Britain’s trade terms at last ceased 
around i860 and gave way to an almost equally great and continuous 
improvement up to the present, although with important reactions or 
plateaus from 1873 1880, 1900 to 1913, and 1924 to 1929. 

The fluctuations and the long-run development of these supply and 
demand factors were intimately related to the operation of a ^^purchas- 
ing power cycle,” following much the same tendencies whether it cov- 
ered a century, ten years, or forty months.^® Some of the aspects of this 

The efficiency of British agriculture too had long been increasing. This had the same 
effect as cheaper manufactures, for until 1760 Britain was on balance also a heavy exporter 
of foods. - 

36 refer always hereafter to the barter terms of trade, as measured by the ratio of 
export to import price indexes j a deterioration or change to Britain's disadvantage is a de- 
cline in this ratio, a fall of Britain’s export relative to import prices. 

Most of the following factual material concerning the terms of trade and volume of 
exports and imports before 1914 is from Clark’s T/ie Conditions of Economic Progress ^ 
pp. 450— 54, and Schlote, Ent<wicklung nnd Strukturvsandlungen des engUschen Aussen-- 
/mndelsj pp. 51-52, Another indication of the long-run deterioration of the terms of trade 
is the effect of the use until 1854 of official valuations, fixed in 1694, for British imports 
and exports. Whereas these official figures still show a very large active trade balance in 
1854, declared values, mirroring the rapid relative fall of export prices, show instead a 
heavy passive balance. 

Tendencies toward three-year cycles of the type about to be outlined in terms of trade 
and capital movements are demonstrated by Folke Hilgerdt, ^‘Foreign Trade and the 
Short Business Cycle,” Economic Essays in Honour of Gustav Cassel^ London, Allen and 
Unwin, 1933, pp. 273"9i5 see also Emfloymenty Wages and International Trade^ 

pp. 29-43. 
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cycle as manifested in the nineteenth-century British balance of payments 

have already been briefly explored.^^ 

What we may arbitrarily designate the “first phase,” it will be re- 
called, usually experienced a great surge of purchasing power and need 
for goods in the younger, primary producing countries, both internal 
credit expansion and import of capital financing a considerable excess of 
domestic investment over limited voluntary domestic savings. Mean- 
while, the opening of these new areas, by construction of railroads and 
similar investment activities, created a diversion of their productive fac- 
tors from the provision for their needs or from the production of goods 
which might be exported in exchange for those required. The pressure 
of a greatly expanded domestic demand against supply capacities reduced 
by the pull of factors of production into investment industries usually 
caused home-market and export costs and prices to rise rapidly. Mean- 
while, the more mature creditor economies came to be geared to export 
of capital and goods, the relative (but seldom absolute) diminution of 
their domestic investment and consumption demands usually making it 
possible to satisfy the increased foreign demand for their goods with a 
relatively small advance in their export prices. Thus, their terms of 
trade tended to become less favorable. 

Just as a creditor country must eventually reach, in its secular develop- 
ment, the stage at which it begins to receive more goods from abroad in 
income from past investments than it lends abroad in new,‘^^*^ so eventually 
debtor countries must attain the corresponding stage of maturity. In the 
shorter cycles, these turning points were reached periodically, as we have 
seen, because of the spasmodic character of such investment activity. They 
introduced the second phase of the cycle. As voluntary saving capacity 
in the younger countries increased, investment required perhaps propor- 
tionately less credit expansion and certainly proportionately less foreign 
borrowing. Extreme upward fluctuations in domestic purchasing power 
tended as a result to be damped down 5 in the shorter cycles a sharp fall 
usually occurred. On the supply side, the long time-consuming construc- 
tion needed to open up new areas, diverting resources for an extended 
period from the production of needed goods, became relatively less 
important. In addition, the increased burden of debt put pressure upon 
producers to expand sales. Increased supply capacities in the face of rela- 
tively declining domestic demand resulted in a tendency for export costs 
and prices in the debtor countries to fall, espedally because of the in- 

See above, pp, 127-30. See above, p. 52. 
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elasticity of the demand for their primary products/^^ Meanwhile^ in 
the creditor countries the relative decrease of foreign demands for goods 
and capital, the release of capital for domestic investment, and the further 
augmentation of domestic buying power by the inflow of income from 
past loans, all tended to attract productive factors from export industries, 
with consequent reduction of supply of export goods, and to maintain do- 
mestic costs and prices,"^^ Terms of trade therefore tended, in the sec- 
ond phase, to become more favorable to the lending countries. 

These tendencies were more or less offset by the effects of the purchas- 
ing-power cycle upon the reciprocal demand curves of the countries in- 
volved. True, the relatively declining purchasing power of creditor 
countries in the upswing could not have seriously depressed primary 
prices, in view of the low income elasticity of their demand for these 
goods. However, there are frequent instances, in the shorter cycles be- 
fore 1914, when the rapidly increasing demands of debtor countries for 
the coal, iron and steel, and machinery of the creditors actually turned 
the terms of trade in favor of the latter. Similarly, in the mature stage 
the more important offset, again particularly effective in the shorter 
cycles, was the decline in the demand for industrial products with the 
diminution of investment activity in younger countries. The extreme char- 
acter of these fluctuations in investment and income of debtor areas in 
large measure set the pace of world cyclical history in the nineteenth 
century. As a result, in the upswings the prices of creditor countries sel- 
dom fell in absolute terms, and in the downswings their relative rise 
seldom prevented an absolute decline. 

This purchasing-power cycle is inseparable from a cycle of reciprocal 
demand and supply functions. Historically, the prelude to the ^^firsd’ 
phase (the upswing) was usually heavy investment in the manufacturing 
creditor countries. The increased productive capacities of these countries 
and the eventual slackening of home investment, depressing prices and 
interest rates, forced investors, contractors, and manufacturers to seek 

It must be remembered, however, that the price inelasticity of demand for food and raw 
materials (the latter determined primarily by the state of industrial activity) is an elasticity 
of total demand, and not for the output of any single area. The relative price fluctuations 
of goods produced by debtor countries will therefore not be as extreme in these two phases 
as might be expected. In the first phase there is bound to be a tendency toward increased 
consumption of domestic products in the creditor countries, e.g., a revival of domestic 
agriculture. And in the second, falling prices of imported goods is likely to lead to a con- 
siderable increase in their consumption, as domestic producers in creditor countries are 
displaced. 

See Clark, Conditions of Economic Progress, pp. 4^6-67. 
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foreign outlets for their respective funds, talents, and goods, outlets 
which they found in the first phase. In the second phase, the greatly in- 
creased output of the debtor primary producers, their productive power 
usually expanded beyond the world^s immediate ability to absorb the 
product, in turn forced down their export prices. Shorter cycles con- 
tinued in this fashion. Thus, in the second phase creditor countries turned 
again to domestic investment, finding added incentives in the new 
abundance of capital. The stage was thus eventually set for another 
spurt of development of debtor areas, with the discovery of new regions, 
or because increasing world population and industry had again more 
than caught up with previously overexpanded primary productive abili- 
ties. 

The tw^o major sweeps of Britain's trade terms, downward until i860 
and definitely upward after 1880, seem clearly to represent one such 
enormous cycle. Whether or not the idea of so long a cycle, covering 
perhaps 150 years, seems excessively metaphysical, such factors as we 
have described were without doubt responsible for the indisputable secular 
movements. It will be remembered that a crucial turning point in the 
British balance of payments also occurred around 1875, partly as a result 
of these price changes, partly as a result of the longer-run industrial 
(supply-demand) and financial (purchasing power) factors underlying 
them.^’'^ 

An interesting break in the secular movement occurred between 1900 
and 1913, when the previously rapidly improving terms of trade leveled 
off 5 indeed, during most of the intervening years they were slightly 
less favorable to Britain than in the period immediately preceding.'^'^ 
These years witnessed the upswing of a shorter cycle of the type out- 
lined. Purchasing-power factors alone tended to alter the terms of trade 
in favor of debtor countries and against Britain.'^''”' Factors of supply and 

See above, pp. 51—53. 

It is difficult to make of the period anything' worse than a plateau in the long-run de- 
velopment, for by 1911— 13 the trade terms were almost back at their extremely (and ab- 
normally) high 1899-1900 level. See the indexes of Taussig, ‘*The Change in Great 
Britain's Foreign Trade Terms after 1900,’’ Econ, Jonr,, XXXV (19Z5), 4, and Silver- 
man, ‘‘Monthly Index Numbers of British Export and Import Prices, 1880-1913,” Re- 
view of Economic Statistics (hereinafter Rev, Econ, Statf)^ XII (1930), 147. Neverthe- 
less, this leveling off of a marked earlier improvement was an important phenomenon, with 
important effects. It is difficult to agree with Sir William Beveridge that there was no break 
with pre-1900 trends. “Mr. Keynes’ Evidence for Overpopulation,” Economlca^ IV 
(1924), 5-9. 

Since British capital exports were far from being the sole causal factor or even neces- 
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demand had the same effect. The previous decade had witnessed a sub- 
stantially reduced investment in the development of the world’s ca- 
pacity for producing food and raw materials. Supplies were further 
limited by the attainment of extensive agricultural frontiers and by an 
incipient drift of population from countryside to town. As a result, the 
steadily increasing demands of the world’s growing population and indus- 
tries caused primary prices to recover well in advance of appreciable 
international flows of capital.^® On the other hand, the industrialization 
of Western countries, which had been proceeding rapidly in the nineties, 
greatly increased the competition of manufactures in world markets, and 
hence held down the prices of British exports.^ By 1912 and 1913 the 
situation was being redressed. The terms of trade turned rather rapidly 
again in favor of Britain when supplies of primary products began to 
show the effect of the heavy investment, and rapidly rising interest and 
dividend receipts largely offset the effects of the greatly heightened out- 
flow of capital. The second phase of the cycle was approaching. 

These shifting price levels lubricated the long-run flows of capital and 
of income therefrom. Schlote demonstrates clearly the regular converse 
fluctuations of Britain’s terms of trade and the ratio of export to import 
volume, the correspondence being particularly close for the longer 
sweeps.^^ The relative price movements helped to attract or to repel 
capital and goods together, and the capital flows helped in turn to main- 


sarily the initial factor, there is not the slightest theoretical necessity for the price move- 
ments to correspond with any exactitude to the fluctuations in these capital exports. In 
fact, the short-run correspondence is very poor. 

Sir George Paish, “The Export of Capital and the Cost of Living,” Statist, SuppL, 
Feb. 14, 1914, p. iii. Rising farm prices encouraged the renewal of investment; the re- 
sultant increase of agricultural output had by 1913 only begun to have its effect on farm 
prices, which might therefore have been expected to decline in the future on this account 
alone. Ibid., pp. iv-vii. 

47 j^eynes attributed the terms of trade experience from 1900 to 1911 “to the operation 
of the law of diminishing return for raw products,” Econ. Jour., XXII (1912), 631. See 
also Angell, If Britain Is to Lwe, pp. 56—57. He doubtless erred in mistaking what was 
in large part a cyclical for a secular phenomenon. Beveridge objected to Keyneses inter- 
pretation: “The change observed is just as good evidence of increasing returns in industry.” 
“Mr. Keynes’ Evidence for Overpopulation,” Economica, IV (1924), 15. However, Bev- 
eridge did not seem to realize that even the second case need by no means entail a continued 
rise of real British incomes, which was Keynes’s primary concern. (“A Reply to Sir Wil- 
liam Beveridge,” Econ. Jour., XXXIII [1923], 481-83.) The change was partly the result 
of increasing returns in industry, but it was probably American, German, and Belgian 
more than British industry. Britain could therefore only lose by her poorer terms of trade. 

Entwkklung und Strukturwandhmgen des englischen Aussenhandels, pp. 5I-52. Com- 
pare Tables 16 and 22 above. 
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tain the price and purchasing-power differentials which bound capital and 
goods in equilibrium. 

Nevertheless, any inductive attempt to correlate British Capital exports 
(a function of the ratio of export to import values), year by year, with 
converse movements of the terms of trade, is bound to fail. The export 
of capital is very largely a short cyclical phenomenon. Therefore one can- 
not ignore the abrupt shorter cycles, with peaks in 1871-73, 1886-90, 
1904-7, 1909-13, and 1922-28, which do not fit the simple theoretical 
scheme nearly so well as do the longer sweeps. 

The major factor disrupting the neat pattern was the competitive pre- 
dominance of Great Britain in precisely those goods for which short 
cyclical demand fluctuated most widely.^^ As a result of the huge in- 
ternational investment activity of the years 1860-73, for example, for- 
eign demand for Britain’s goods outgrew her ability to supply them, her 
terms of trade improved markedly (contrary to ^theoretical” expecta- 
tion) , and finally export volume grew despite this fully as rapidly as did 
import volume. For the same reasons, in the downswing of 1873-80 the 
collapse of this investment demand and the rise of new industrial com- 
petitors of Britain outweighed other influences, causing both a deteriora- 
tion of her terms of trade and a more rapid decline of export than of im- 
port volume. A. G. Silverman has shown that such behavior of terms of 
trade and capital flows was in fact characteristic of the short cycles in the 
period 1890-1913. He discovered that an annual increase of capital ex- 
ports was associated with an improvement of terms of trade, and a de- 
crease with ‘a worsening, more often than the reverse, for the reasons 
already indicated.^^ 

The evidence of rapidly improving British terms of trade accompany- 
ing increasing capital exports is no doubt discomfiting to a theory which 

See p. 147, abov^. ' 

Coal export prices, for example, which had averaged 9 to 10.4 s. in the years 1860—71, 
soared to 15.8 s. in 1872 and 20.9 s. in 1873. See Bourne, Trade Pofulation and Food^ 

pp. 242-43- 

“Monthly Index Numbers,’’ Rev. Econ. Stat.^ XII (1930), 145-465 “Some Interna- 
tional Trade Factors,” Rev. Econ. Stat.^ XIII (1931), 122, 124. One can easily verify this 
cyclical relationship by comparing the price indexes with Hobson’s capital export figures. 
In the period 1883-90, when capital export increased greatly, reaching its peak in 
1888— 90, the terms of trade continued slightly to improve, and improved very rapidly in 
just the peak years 1888-90. Again from 1904-7, years of very rapid increase of capital 
export, terms of trade remained approximately constant, and from 19 10-13 they actually 
improved considerably, despite another great rise of lending. See also Ohlin, Interregional 
and International Trade ^ pp. 470-725 Iversen, Asfects of the Theory of International 
Cafital Movements^ pp. 368—69, 
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starts with the capital flow as the initial outside cause to which trade 
must adjust j via price fluctuations. Nevertheless, such a theory as we have 
suggested, which makes the change of trade terms part of the pattern, 
not of one-sided adjustment to capital movements, but of mutual adjust- 
ment in which prices and lending are but two interacting components, 
is by no means disproved thereby. In such a theory neither the exact 
chronology nor the exact simple behavior of trade and prices demanded 
by the earlier single line of causation explanations is necessary. There 
is ample long-run evidence for the place of terms of trade fluctuations 
in the mechanism of adjustment, as we have already seen. In fact, there 
is also ample short-run evidence of the same thing, in the very period 
surveyed by Silverman. But to find such evidence, relative prices must 
be regarded as one participant, indeed, a whole series of participants, in 
a complex, ever-changing organic pattern, comprising also changing 
world demand and supply functions, marginal ejSiciencies of capital, 
price and income levels, as well as international lending operations.®^ 
The failure of orthodox theory to include these various determinants 
would seem to be explained by the fact that it virtually ignores the busi- 
ness cycle, in accordance with which their greatest fluctuations occur.®® 

It was the concurrent operation of these many interacting factors 
which sustained the balance of payments so effectively in equilibrium be- 
fore 1914. The adjustment of trade and capital movements was too 

Thus the substantial improvement of Britain’s terms of trade in the years 1888—90 and 
1910—13, years of very heaviest foreign lending, can be explained by factors in our theo- 
retical pattern. The transition to the downswing of the purchasing-power cycle was already 
taking place, in fruition of the heavy foreign investments of the years immediately pre- 
ceding. As a result and as a further indication of this, the volume of British imports in- 
creased far more in these periods relative to exports than in the preceding years. In addition 
there was the concurrent heavy cyclical foreign investment demand for British coal, iron 
and steel. 

The considerable deterioration of Britain’s terms of trade from 1 900-1 901 to 1905, 
despite continued low capital exports, suggests a relative recovery of the price of primary 
goods, due partly, perhaps, to a revival of domestic investment in those producing coun- 
tries, partly to their failure to expand productive capacity in the preceding decade. This 
rise of primary prices in time helped to induce a flow of British capital. But before this 
occurred the volume of British exports expanded far more than did imports, facilitated 
by the changed terms of trade, and resulting from the increased foreign need for British 
goods, for construction, and to satisfy rising consumption demands. 

For the considerable improvement of British terms of trade, 1905^7, despite expand- 
ing capital exports, and their deterioration 1907—9, one must look again to the great 
cyclical increase and decrease in investment demand for British goods. British capital 
exports were often the least rapidly responding part of the pattern, rather than the in- 
dependent outside initial cause. 

See pp. 7-8, above. 



152 TRENDS IN BALANCE OF PAYMENTS 

efficient to be accomplished in the single causal sequence, depending 
upon the shift in trade terms outlined by Taussig and others. But it was 
also too smooth and quick to be induced by the simple mechanism of 
purchasing power flows described by the more modern theorists, Ohlin 
and Iversen.^^ It is only when treated as we have indicated, as both de- 
termined by many other factors and facilitating their adjustments, that 
the terms of trade can again take their proper theoretical place, their role 
and behavior not overemphasized, or underemphasized, or oversimplified. 

The Problems of Adjustment, i9I9'“39 

The basic explanation for the strong rise of British terms of trade 
in the years 1919-39 is to be found in the superimposition upon the long- 
run factors operative since around 1880 of the mature phase of a shorter 
cycle, the earlier period of which culminated in 1913, but was prolonged 
and intensified in many ways by the war and by the investment boom of 
the 1920’s. During the 1920’s a revival of international lending, recover- 
ing industrial demand for raw materials, and the spread of valorization 
schemes all sustained primary prices and kept Britain’s terms of trade 
roughly stable from 1924 to 1929, below the extremely high point of 
1921.^^ The great improvement from 1929 to 1933 was, like that of 
1920-21, in large measure temporary, but the 1937-38 terms were far 
above the 1929, and for most of the 1930’s they were even farther above 
the stable 1924-29 level (see Table 23). 

The only factors tending to deteriorate Britain’s terms of trade were 
those changes of world supply and demand which made for a deteriorat- 
ing competitive position of British industry.^® The decline of world de- 

54 Taussig- was frankly diffident in his explanation and puzzled at its inadequacy to explain 
the British experience: ‘^The goods . . . seem to move . . . almost as if there were an 
automatic connection between these financial operations and the commodity exports or 
imports.’’ “I find it impossible to see how there can be a complete skipping of the inter- 
mediate stage — anything in the nature of an automatic connection.” “It must be con- 
fessed that here we have phenomena not fully understood.” International Trade^ pp. 239, 
261 j see also pp. 241—43. By permission of the Macmillan Company, publishers. 

The difficulty was not in his inability to find an automatic connection, but rather that he 
viewed the capital movements as an outside determinant, to which, by some direct or 
devious single route of causation, trade had to adjust. And into this error the later 
purchasing-power theorists, claiming therein to have found the sought-for automatic con- 
nection, have also fallen. 

See John Inman, “The Terms of Trade,” The Manchester School^ VI (1935), 46—48. 
The use of the very favorable 1913 index as a base minimizes the real improvement there- 
after. See also note Table 23. 

See pp. 55~57> above. 
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Table 23 

Indexes of United Kingdom Terms of Trade, 1913—38® 


(ipiS = 100) 


Year 

Trade Terms 

Year 

Trade Terms 


1 00.0 

1930 

121.6 



1931 

134.2 



1932 

134.5 

1924 

I I 2.8 

1933 

139.7 

1925 

I I6.I 

1934 

136.4 

1926 

1 1 4.4 

1935 

134.0 

1927 

1 12.7 

1936 

1 30. 1 

1928 

1 12.4 

1937 

123.6 

1929 

1 14.5® 

1938 

133-3 


® Source: Balfour Committee, Surrey of Overseas Markets^ 1913—24. series. Statistical 
Abstracts for the United Kingdom, 1924—38. The series is only roughly consistent, being 
composed of four different series of indexes. The indexes represent the price index for ex- 
ports of United Kingdom goods divided by the price index for retained imports. 

^Balfour Committee (p. 4) implies an index of 120 for 1924, which would make all 
succeeding indexes correspondingly higher, by giving an export price index of 180, an 
import of 150. Its own data seem to show, on the contrary, an import price rise of 57.2 
percent, when corrected for exclusion of Irish Free State. See pp. 636, 638, 655-56. The 
improvement of trade terms shown in the table for all years compared with 1913 may 
therefore be taken as a minimum. 

mand for British goods, for whatever cause, must have entailed a tend- 
ency to a relative fall in her export prices. The failure of this tendency 
to prevail was the result primarily of the far more serious plight of the 
countries producing her imports. Another reason, however, was the in- 
flexibility of British prices and costs. The average values of British 
manufactured exports increased after 1913 more than not only the average 
prices of food and raw material but of manufactured imports as well. 
Although this doubtless reflected among other things an increased 
British concentration in goods of higher quality and an equilibrating 
price adjustment to decreased foreign lending, it also indicated exces- 
sively high British export prices, a result of relative inefEciency.®"^ 

A simple price adjustment to a deteriorated competitive position, by a 
decline in terms of trade, was not inevitable in any case. For one thing, 
the disappearance of foreign lending and the tariff to some extent re- 
moved the necessity for the price change. Besides, the relative decline of 
effective British buying power called for by and inevitably resulting 
from decreased foreign purchases of her goods might (and did) occur 
Daniels, ^^Overseas Trade of the United Kingdom,’* The Manchester School, IX 

(1931). s- 
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just as much through deflation of money incomes and unemployment j 
these changes, too, reduced the discrepancy between reciprocal British 
and foreign demands and hence obviated the need for a decline in barter 
terms of trade. 

A decline in a country's competitive ability may take the form of 
poorer terms of trade and be equilibrated in that way. But if its prices 
do not decline, or if extraneous factors cause other prices to decline more, 
and if its balance of payments is not sufiiciently equilibrated in other 
ways (e.g., by a rapid expansion of world income, by a decline of its 
lending, or by a curtailment of its imports), a serious decline in the vol- 
ume of its sales must ensue instead. The improvement in Britain's terms 
of trade was thus an additional factor tending to reduce the volume of 
her exports, relative to that of imports. The elasticity of demand for the 
products of any one country's manufactures being usually great, and 
British demand for foreign products showing surprising elasticity, as we 
have seen, the price factor was responsible for a drastic decline of the 
ratio of British export volume to import volume — this apart from the 
nonprice factors tending to have the same effect. 

Of itself, an improvement in terms of trade provides an opportunity 
for windfall addition to national income. A given unit of British labor in 
1929 was able to purchase at least 13 percent and in 1937 at least 24 
percent more imports than it could have purchased in I9i3> on this ac- 
count alone. In an expanding world economy, from 1880 to 1900, such a 
change did not prevent the volume of British exports from increasing 
steadily, thus making possible an even more rapidly increasing volume of 
imports. In the years 19 13-39 it merely intensified the tendencies toward 
absolute reduction in foreign demand for British goods. Clearly, the 
extent to which British real income could benefit from the greater cheap- 
ness of foreign goods depended upon the ability of those factors of 
production displaced from her export and import-competing industries 
to be absorbed into other lines. Whether they went into production of 
other exports (in order to permit the British people to consume more for- 
eign goods with the same amount of labor) or into production for the 
home market (imports being unchanged, but procured with less labor) 
depended upon the British propensity to import. In either case, maxi- 
mization of British benefits required maximum adaptability. 

Before the general tariff British demand for foreign goods was great 
and growing, and her demand for foreign securities remained strong. Yet 
she failed to develop old or new export lines sufficiently to pay for them. 
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The higher sale prices o£ her exports than of her imports were of little 
benefit if she was unable to sell enough at such prices to pay for what she 
required/^ To some extentj accordingly, the better trade terms were un- 
tenable and had to be sacrificed, that is to say, dissipated, in unemploy- 
ment, by income deflation, and later by a falling pound in order to main- 
tain balance-of-payments equilibrium. Nevertheless, in major part the 
improved terms were tenable, and the decline of Britain's foreign lend- 
ing and the operation of the tariff increased that part by further reducing 
the amount of labor needed in export lines to make possible the purchase 
of foreign goods and securities. 

Therefore there was required, primarily, a transfer to the sup- 
ply of the home market of British labor that had been displaced from 
export industries. To the extent that resources were not absorbed, but 
were simply unemployed, these potential gains from improved terms of 
trade were wasted.®^ 

A necessity for precisely the same land of adjustment was placed upon 
the British economy by her changing international financial position. The 
great decrease in new foreign lending relative to receipts of interest, divi- 
dends, or repayments from old loans meant of itself greater use of the 
fruits of past savings, growing net enjoyment of the output of foreign 
factors of production, in the form of broader domestic consumption and 
investment. Like the improved terms of trade, this made possible for 
Englishmen a life better than their own factors of production had previ- 
ously been providing.^^ 

This is Keynes’s thesis, Reply to Sir William Beveridg-e,” Econ. Jour,^ XXXIII 
(1923), 481-83. However, Keynes seems to treat all, or a major part of, the change of 
trade terms as the result of British competitive weakness, i.e., as an indication of export 
prices that were too high. He seems to ignore the fact that the major portion was, rather, 
windfall gain, so that now less exports were required relative to imports. See Robertson, 
Economic Essays and Addresses^ pp. 134—355 also pp. 163— 69. 

The extent to which this change was favorable depended upon how’- much of imports of 
foreign goods and securities the British continued to require, and how much productive 
equipment could therefore really in the long run be dispensed with in export trades — 
how much, that is, was simply being dispensed with because it had become less efficient 
in supplying world demands. A decline of exports because less are needed to procure the 
same amount of imports is sheer gain. A decline because of decreased foreign demand en- 
tails a loss. 

Robertson, Economic Essays and Addresses^ p. 135, and in MacM. Comm., EmdencBy I, 
3265 Inman, “The Terms of Trade,” The Manchester School^ VI (1935), 49-50. 

This changing creditor position was, of course, closely related to the changing terms 
of trade. The decrease of lending helped to bring an additional windfall to British living 
standards in the more favorable trade terms which it in part caused. In turn, the secular 
demand-supply factors depressing debtors’ prices, themselves also partly the result of heavy 
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Before 1932 Britain was disposed to use a large portion of these incre- 
ments to her purchasing power, accruing from her changing creditor posi- 
tion, to purchase foreign goods, and to that extent the transfers were 
effected without deflationary effect upon debtor countries. However, the 
rapidity of the change after 1913 and 1929, the fact that other countries 
as well had reduced their lending and were less willing than Britain to 
take their net income in goods, and the other secular weaknesses of debtor 
countries also made for considerable deflation among the latter, with 
resultant absolute decrease of British exports. 

British factors of production were therefore displaced from export- 
and import-competing lines by this net increase of payments from foreign 
countries and decrease of unilateral payments to them.®^ The dimin- 
ished ability of the outside world to purchase the products of British 
factors of production served to offset the potential benefits and the im- 
proved terms of trade which the changed flows of payments in part 
brought. Only by absorbing the displaced factors into enlarged produc- 
tion for the home market could the benefits be maximized, the losses 
minimized. As a matter of fact, this transition was arduous. But there was 
compensation for these trials in the benefits which Great Britain won 
from higher levels of consumption, from cheaper food, and from the re- 
equipment of old industries and the building of new ones, designed to 
enhance her competitive ability in world markets and to supply her own 
consumers cheaply with the pleasures of modern existence. 

There were three highly important and quite interdependent aspects 
of the long-run evolution of Britain’s balance of payments in the years 
1919-39: the decreased competitive ability of her industry, the chang- 
ing international financial position, and the improved terms of trade. 
In each and in all will be recognized the concurrence of purchasing power 
and supply-and-demand factors tending to reduce British exports and to 
weaken her ability to go on accumulating foreign investments. All thereby 
forced upon the British economy the need for important readjustments, 
a need aggravated in the years 1919-39 by the changed nature of the 
world economy and of Britain’s place therein and by the suddenness and 
greatness of the changes. But, whereas the first aspect, the deteriorated 

previous lending and investment, discouraged further lending. Here was the downward 
phase of the purchasing-power cycle described above. 

See Loftus, A Main Cause of Vnemfloyment^ pp. 28-29, 46-48. Like Keynes, however, 
Loftus ignores completely the benefits of getting something for nothing — ^benefits by no 
means wholly lost in unemployment. 
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competitive position, necessitated the best possible adjustment to a bad 
situation, the second and third aspects had very much more agreeable 
consequences. Adjustment to them involved taking best advantage of a 
basically favorable situation, and made for a real advance in the living 
standards of the British people. 



IX. PROBLEMS OF EQUILIBRIUM AND 
ADJUSTMENTS OF POLICY, 1924-31 

T he secular determinants of the international economic posi- 
tion of Great Britain in the years after the first World War were 
continuously operative during the period 1919 - 39 - But in re- 
spect to government policy and the shorter-run problems of equilibrium^ 
the years from 1924, when most of the world had returned to at least 
superficial normality, divide sharply into two shorter periods. In the 
first, Britain especially and the world in general sought to restore the 
traditional world economy. After September, 1931 5 Britain gave up that 
attempt and cut herself off from the disintegrating international “or- 
der.” ^ 

The Current Balance 

The great increase, in real terms, of Britain’s adverse balance of trade, 
as compared with 19133 occurred at the outset of the period 1924-31: 
from £210.4 niillion in 1923 to £338 in 1924 and £392 in 1925. The 
great decline of British exports as a percentage of the world’s total like- 
wise occurred in the mid-twenties (see Table 18). The particular diffi- 
culties of the export trades became apparent only when they failed to 
share appreciably in the recovery of world trade in the second half of 
that decade, while reconstructed continental European industries and 
coal mines began at last to regain (partly from the British) their former 
position in world markets.^ 

Coal and the closely related iron and steel manufactures were most 
sensitive to these variations. The fall of coal exports between 1923 and 

^ See above, pp. 42, 49—5 1. 

^ By 1929 the value o£ world exports had risen to 7.6 percent and that of the United States 
to 7.0 percent above their respective 1925 levels, while British exports had declined by 
9.8 percent. Between 1927 and 1929 world and United States exports increased by 5.6 
and 8.4 percent, respective^, and British by only i.i percent. Between 1913 and 1925 the 
total value of British exports increased by 46 percent, Europe’s (excluding U.S.S.R, and 
the Netherlands, but including Britain) only by 41 percent. By 1927, however, the British 
were only 35 percent above 19x3, Europe’s 45 percent. And from 1927 to 1929 the gap 
widened, British export values rising by 3 percent, Europe’s (excluding only U.S.S.R.) 
by 7 percent. Statistics in League of Nations, Memoranda on Trade and Balances of Pay- 
ments and Remews of World Trade, See also B. of T.J., CXXV (1930), 659J Loveday, 
Britam and World Trade ^ p. 154, 
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1925 was no less than £50 million. The return of the Ruhr to produc- 
tion after the French invasion in the former year and German reparations 
deliveries into European markets,® added to the impact of longer-run 
factors, were behind the depression which culminated in the great coal 
strike of 1926. The strike was entirely responsible for the great increase 
of Britain’s passive trade balance in that year.^ 

An additional factor, after 1923, was the return of sterling to pre-war 
parity. In view of the considerable elasticity of world demand for the 
goods of any one country, and the relative Inelasticity of British costs, 
the overvalued pound must have depressed British exports considerably, 
at least initially, and perhaps for many years after 1925. Capping the 
already inevitable difBculties of the coal industry (as of the other staple 
trades), this helped put pressure upon coal prices and wages which in 
turn caused the strike. Throughout 1924 and 1925 British exporters 
found they could not meet foreign competition largely because of the 
rising exchange.® 

The merchandise balance showed some improvement from 1927 un- 
til the last third of 1929. Industry recovered from the coal strike j there 
was some adjustment of prices and costs to the new value of sterlings 
international trade increased, and British exports shared therein. Ac- 
cording to the official (Board of Trade) index, the volume of exports 
increased by 5.9 percent between 1927 and 1929, as against but 2.5 per- 
cent for imports. The passive merchandise trade balance declined steadily 
from its peak of £490 million, for the year ending March, 1927, to £349 
million during the twelve months ending July, 1929.® 

With the onset of depression, improvement ceased, and the unfavor- 

^ These were, of course, not of coal alone. B.E.A.M.A., The "Electrical Industry of Great 
Britain^ pp. 99*“io6. 

^ See Macrosty, “The Overseas Trade of the United Kingdom, 1924-31,” J.R.S.S., XCV* 
(1932), 609—11. The decline in exports and the increase in imports of coal and iron and 
steel between 1925 and 1926, directly attributable to the strike, amounted to £94 million. 
The fact that the total trade balance increased only by £71 million may indicate that it 
would otherwise have improved. However, it undoubtedly also mirrors some automatic 
adjustment of other trade, e.g., as a result of the severe decline in the income of the 
workers participating and otherwise affected by the strike. 

® The question of whether or not sterling was “overvalued” is discussed below. See also 
Keynes, The Economic Consequences of Mr» Churchill^ pp. 20—225 Brown, England and 
the Ne%o Gold Standard, p. 2195 Gregory, The First Year of the Gold Standard, pp. 53, 
61-625 Clay, The PosUWar Vnemfloyment Problem, pp. 74—775 MacM. Comm., Em~ 
dence, II, 1S4— 855 “Commercial History and Review of 1925,” Economist, Feb. 13, 1926, 
PP- 3-4* 

® Monthly trade data in Board of Trades Accounts Relating to the Trade md Navigation 
of the United Kingdom, 
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able trade balance grew again, reaching £407 million in 193 despite 
the prodigious fall of prices. While export volume fell between 1929 and 
1931 by 37.6 percent, the volume of imports actually rose slightly, a 
strength only in minor part explained by the inrush of goods toward the 
close of 1931 in anticipation of the tariff. Extreme foreign deflation and 
the spread of protectionism were the major causes of this sharp fall in 
sales 3 the inability of British producers to supply the goods as cheaply 
as competitors was probably a minor factor. Imports, on the other hand, 
were sustained because the distress selling of foreign producers, among 
other factors, made them cheap, because the British market was un- 
protected and because British buying power was maintained by rigid 
money wages, ^ unemployment compensation, and curtailment of sav- 
ings and foreign lending. The volume of food imports (1924 base) in- 
creased from 104.7 1929 to no less than 114.3 in 1931, of ^^manufac- 

tured” imports from 135.3 to 139.1.^ Despite the improved terms of 
trade, this meant in value terms an export decline of 46 percent, an im- 
port decline of only 28 percent, a poor showing virtually unduplicated 
by any other major country.^^ The rise of the passive trade balance was, 
of course, far greater in real than in money terms. With other income 
declining cyclically, the resultant pressure upon the balance of payments 
was enormous. 

Even during the world prosperity of 1925-29 Britain’s invisible in- 
comes were weak, although the stability of their estimated value is due 
largely to inadequacy of data. Shipping income declined after 1927, with 
falling freight rates, under the pressure of competition by expanded for- 
eign merchant marines. Only government transactions showed a notable 
rise, mainly because of growing reparations receipts j and these were in 
large measure made possible only by British capital exports to Germany. 
Finally, income from such important groups of foreign investments as 
rubber, tea, and nitrates, which enjoyed great earnings in the earlier 

^ The peak was 416 millions, in the 12 months ending November, 1931. However, most 
of this rise over 1930 came in October-November, with heavy dumping in anticipation of 
the tariff. The balance for the year ending September, 1931, was 392 millions. 

® It is possible that, by their adverse effect upon employment, rigid money wages had the 
net result of reducing the income of the working class. It is not possible to reach a final 
determination of this issue here. The fact is that the incomes of British workers were re- 
markably well sustained. 

® Imports of the many manufactures consumed by industry declined considerably, thus 
hiding an even greater rise in the imports of manufactures for consumption, Vicose, Le 
Commerce exterieur de la Grande Bretagne, pp. 363-73. 

Ibid., pp. 334-465 Snow, *‘The Balance of Trade,” J.R.S.S., XCV (1932), 77-79. 
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1920’Sj was now depressed by the persistent tendencies toward overpro- 
duction of these goods. 

In 1930 and 1931 the deep depression of Britain’s debtors and the 
rapid contraction of international trade and investment brought a great 
decline of invisible incomes, due to both reduced earnings and transfer 
difficulties. Their fall of 37 percent from 1929 to 1931 contrasts with 
the slight increase of the adverse trade balance, and with a decline of 23 
percent in wholesale prices (Board of Trade index). Income from over- 
seas investments, according to Kindersley, fell only by 27 percent in these 
years. The relative strength of this particular source of income was 
attributable in part to the maintenance of distributions at the expense of 
reserves and in part to the fixed contractual nature of some of these 
obligations. The former is indicated by the greater decline (32%) in the 
Board of Trade figure, which included the reinvested undistributed 
earnings of the years of prosperity (see Appendix). As for the latter, 
it will be noted in Table 25 (page 187) that income from government 
loans actually increased slightly in this period, the returns from new is- 
sues of 1929 and 1930 being as yet offset by few serious defaults. 

Long-Term Lending 

Before 1914 the British government pursued a fairly strict laissez- 
faire policy toward foreign lending. From 1914 onward, first because 
of the war, later in a conscious effort to sustain the pound, the authori- 
ties and the Bank of England periodically exercised a more or less 
stringent extralegal control over foreign issues in the London market- 
It became customary for issuers to obtain the Bank’s permission. The 
Stock Exchange forbade dealings in shares when such permission had 
not been granted. For the period of about a year preceding and following 
the return to gold (November, 1924, to November, 1925), the Bank 
of England, in co-operation with leading financial houses, maintained 
an unofficial embargo, with some exceptions (certain empire, recon- 
struction, and refunding loans), in support of the pound. The last period 
of relative freedom, which followed, was terminated late in 1929 under 
stress of depression and heavy withdrawals of short-term capital. 

Along with these temporary limited prohibitions went an even more 
sporadic policy of encouraging investments which would directly foster 
exports and would therefore avoid the danger of weakening the cur- 

“Foreign Loans , The Banker, i93o> P- > Royal Institute, The Problem of In- 
ternational Investment, p. 775 Richardson, British Economic Foreign Policy, pp. 62-63. 
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rency. This was one purpose of the Trade Facilities Act of 1921, which 
empowered the Treasury to guarantee foreign and domestic loans where 
the effect would be to provide employment in England, and of the Ex- 
port Credits Guarantee Department, established in 1926, to extend guar- 
antees, where necessary, on short and medium credits to importers of 
United Kingdom goods. Foreign loans were encouraged for other rea- 
sons as well. The League and reparations loans enjoyed at least tacit 
government approval and one, to Austria in 1923, received official 
guarantee. Empire issues were likewise stimulated by the preferential 
trustee status conferred upon them by the Colonial Stock Act of 1900.^- 

With the possible exception of the encouragement of League loans, 
which were part of an attempt to restore the old international order, these 
were indisputable breaches in the traditional national economic policy. 
Nevertheless, the breaches were still relatively unimportant in the 1920’s. 
Embargoes were temporary, and heavy, relatively free lending con- 
tinued. In fact, had there not been a great number of governmentally 
encouraged issues, the total would probably have been lower rather than 
higher, even if all restraints had been removed. 

Of the eleven years, 192 1-3 1, in only three — 1925, 1929, and 1931 
— were new overseas issues (Midland Bank figures) smaller than £100 
million, and in only the last were they very much smaller. The year 
1925 was a year of government embargo j relaxation of the embargo in 
November and December released so many commercial issues that their 
total for the year as a whole surpassed that of 1924.^^ The low figure in 
1929, was entirely the result of an almost complete cessation of activity 
in the latter half of the year, the first half witnessing a continuation and 
extension of the 1926-28 recovery. This decline was the result of higher 
money rates — attributable mainly to the pull of funds to the United 
States, France, and Germany — disappointment in the results of previous 
speculation, and the world-wide collapse of security values. The annual 
average of new issues for the years 1921-30, inclusive, was £125 million. 
Adjustment of this average for net repayments and foreign participation 
therein, on the basis of the estimates which Kindersley has made for the 
years after 1927, would appear to leave a net outpayment of perhaps 

“British Capital Abroad,” Economist, CXXIX (1937), 3655 see p. 140, above. 

See Iversen, Asfects of the Theory of International CafUal Momments, pp, 82-S5, 
121—22. 

Most of the information on year-to-year new issues is from the annual articles and esti- 
mates in the Midland Bank Monthly Review^ the Economist annual “Commercial His- 
tories and Reviews,” and its review of new issues in the last issue of each year, and 
Kindersley’s |.rticles. 
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80 to 90 millions. This was hardly stagnation. Not until 1931 were the 
full effects of the depression felt. Foreign lending fell to insignificance 
by the end of the year ^ to this decline the official embargo, higher interest 
rates, and departure from gold also contributed. 

Very little information is available concerning other long-term capital 
transactions. Of the extensive dealings in existing securities, purchases 
by Englishmen of foreign dollar securities seem to have been most im- 
portant. The exuberance of New York underwriters in the 1920’s seems 
regularly to have exceeded the willingness of Americans to absorb foreign 
bonds, with the result that large quantities flowed to London, through 
the direct efforts of American salesmen and automatically because of an 
apparently regular spread between quotations of the same securities in 
the two markets.^® In the late twenties the chief offset to this outflow 
of capital was the apparently steady repurchase by foreign nationals and 
sinking funds of their sterling debt, especially governmental debt.^'^ An- 
other offset was the repayment to the Bank of England by the Bank of 
France of its obligations incurred in franc stabilization. It was Keynes’s 
opinion, in 1927, that these various flows were roughly offsetting, on 
balance.^® 

In 1930 and 1931, on the other hand, our own very rough estimates 
of the net effects'of some of these transactions show an appreciable capital 
inflow into Britain. In both years there must have been considerable net 
sales of British holdings to foreigners, particularly in repatriations of 
government obligations and in securities of foreign companies. We have 
estimated British receipts on these accounts at fully £40 million in 1 930.^^ 

The Economist said in 1929 that their gross total probably exceeded new issues. ‘'The 
Export of New Capital,” CIX (1929), 753. 

Keynes, “The British Balance of Trade, 1925-27,” Econ. Jour.y XXXVII (1927), 5545 
(Kindersley) MacM. Comm., E^videncCj I, 805 Einzig, The Eight for Financial Sttfremacy, 
pp. 53-54, 74-76. 

Kindersley, in Econ, Jour.y XL (1930), 181-82, XLI (1931), 372-73. Kindersley’s 
figures show an almost continuous decline in the total of British investments in non-empire 
government issues from 1928 to 1932. 

See his estimates, “The British Balance of Trade, 1925—27,” Econ. Jour.y XXXVII 
(19^7)) 5 Si> 555 - 

See Table 13 (p. iz6) and Appendix. New issues of oversea government loans, less re- 
payments, amounted to £5 8 million 5 yet nominal British holdings of these public issues rose 
only £25 million. Since there were no defaults, any reduction in nominal values must have 
been due to repurchases by foreign nationals (Kindersley, in Econ. Jour.y XLII [1932], 
i8o-8t). Nominal investment in foreign companies fell by £56 million. Much of this 
change represented a revision by Kindersley of the earlier estimate, but mining shares, U.S. 
rails, and other securities were sold in large amounts. Teclines in market value cut down 
actual receipts. See ibid.y pp. 194-95. 
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The lower estimate of £15 million in 1931 is the product of a probable 
decline in the volume of sales and a growing discrepancy between actual 
receipts and the nominal values of the securities sold.-® 

The evidence seems to indicate that on balance Britain exported capital 
at the rate of £75 to £100 million annually from 1924 to 1928. However, 
in 1929 smaller new issues may have resulted in some reduction of this 
net total. In 1930 and 1931 heavy repayments and repatriations of out- 
standing securities, in addition to a heavy decline of new issues in the 
latter year, apparently brought net long-term capital flows down almost 
to zero, presaging the experience of later years. 

Gold, Short-Term Capital, Bank Policy, and the 

Problems of Equilibrium 

Gold and short-term capital flows are the barometers of equilibrium 
in the balance of payments. They may be substitutes for each other, or 
they may flow together, the one becoming almost a measure of the other. 
In either case, it is convenient to discuss them together, along with the 
closely interrelated problems of Bank of England policy and balance 
of payments equilibrium.^^ 

The years 1924 to mid-1928 were characterized in general by an in- 
flux of short-term capital into Britain. Net gold movements for these 
years were virtually nil, however, except for considerable losses in 1925 
and gains in the first half of 1928. In contrast to England’s ability regu- 
larly to retain an appreciable portion of the newly mined gold passing 
through the London market in pre-war years, this experience suggests 
than on the whole the capital flows were equilibrative, tending to offset 
a weak balance of payments rather than independently to make for a 
strong one. This conclusion is reinforced by a consideration of the con- 
stant vigilance required of the Bank of England to hold the balances 
and prevent gold losses. 

Repayments of non-empire government securities amounted to £10.7 million, new issues 
to only £0.2 million, but the total of such holdings fell by £20 instead of £10.5 million. 
The difference, Kindersley says, was the result of repatriations. Econ. Jour.^ XLIII (1933), 
189. See also Ro^ral Institute, The Problem of International Investment^ pp. 318—19. 
There seem also to have been small continued sales of foreign company investments, at 
lower market prices, and also of unquoted investments, partly to take advantage of the fall 
of the pound. 

The financial history of these years is familiar. Much of the following factual survey 
is merely a sketchy summary of discussions in the financial journals, in works cited in the 
following footnotes j also British Association, Britam in Defression, pp. 25-51 j MacM. 
Comm., Evidence^ I, 192-97, and its Refort, 
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It is true that some of the inflows of short-term capital were apparently 
autonomous, offering independent support to sterling. There were heavy 
speculative purchases of pounds, and repatriations of capital which had 
fled in 1923, related to the recovery and stabilization of the pound in 
late 1924 and early 1925. Also, up to 1928 foreign central banks were 
on balance acquiring sterling preparatory to establishment of a gold ex- 
change or gold standard. Last of all, there were the intense flights of 
French capital to Britain before final franc stabilization. However, even 
these inflows had in large measure to be induced by a British policy, seek- 
ing first to raise sterling to $4.86 and striving continuously thereafter to 
keep it at that level without loss of gold. While America pursued a 
cheap-money policy from late in 1923 through 1924, British money rates 
were maintained by informal agreement among the London clearing 
banks, apparently under Bank of England pressure. The mere official 
decision to return to gold further attracted foreign funds. When, early 
in 1925, the New York rediscount rate was raised from 3 to 3^4 percent, 
the Bank of England Rate was promptly raised to 5 percent. The con- 
siderable losses of gold late in 1925, which resulted from a reduced 
Bank of England Rate, a weak current balance of payments, and the 
renewal of foreign lending with removal of the embargo, necessitated 
a return to 5 percent in December, at which high level Bank Rate re- 
mained until April, 1927. 

For most of 1927, as well, British market rates were above the Ameri- 
can, as a result of co-operation between the two monetary authorities. 
The result was a diversion of trade bills from London to New York and 
some borrowing by London banks in the latter market. In addition, the 
Bank of France and the Reichsbank were prevailed upon to agree to 
mitigate their gold demands upon London. The commitment by the 
Bank of France was in keeping with its determination to prevent a rise 
of the franco it acquired great amounts of sterling in the period of 
de jacto franc stabilization (December, 1926, to June, 1928) to offset 
the exchange effects of the heavy repatriations of French capital and of a 
favorable French balance of payments.-- 

Keynes’s rough estimate of the British balance of payments for the 
years 1925-27, inclusive, shows an inflow of short-term capital of some 
150 millions — primarily, it appears, of an equilibrative nature: 

W. A. Brown, The Int. Gold Stand.^ I, 446— 58. 

“The British Balance of Trade,” Econ, Jour,, XXXVII (1927), 5625 see pp. 555—62. 
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Debit 


£ mill. 

Credit 

£ mill. 

New foreign issues 

in Lon- 


Surplus, current account 

100 

don 


300 

Bank of France, repayment 

50 

Other long-term 

capital, 


Net decrease, liquid interna- 


net 


0 

tional assets 

150 



0 

0 


0 

0 


Much of the “inflow” was an automatic or semi-automatic adjustment to 
the low current balance, in 1926, and to heavy foreign lending. Un- 
doubtedly British banks drew heavily upon their foreign balances, for- 
eign exporters extended commercial credits to English importers to pay 
for the greatly increased purchases, and borrowers retained in London a 
large portion of the proceeds of their loans, some of which were for the 
express purpose of acquiring sterling reserves. These operations doubt- 
less form the major part of the large residual item in 1926 and the smaller 
ones in 1925 and 1927 in our balance-of-payments estimates.-"^ 

This aspect of the British balance of payments shifted rather abruptly 
in mid-i928,“^ and from then until September, 1931, the flow of short- 
term capital was in general outward. This persistent flow was far from 
being mainly equilibrative, however 3 it contributed an independent 
additional pressure upon an already weak sterling and consequently 
caused considerable loss of gold. The superior attractions of Wall Street 
cut off America’s foreign lending, and early in 1928 yields on short- 
term money in New York rose above similar returns in London and re- 
mained there. Debtors, unable to borrow in the United States, drew 
upon sterling balances to meet gaps in their balances of payments 3 funds 
were withdrawn from and borrowed in London in order to lend in New 
York. Sterling was accordingly weak and remained so until the Wall 
Street crash.^® Even thereafter the strain was prolonged by the difficulties 
of primary producing debtor countries on the gold exchange standard, 
for they defended their currencies by heavy liquidations of sterling bal- 
ances.^ ^ 

See ‘‘Britain’s Balance of Payments,” Midland Bk, Mo. Re^u.j Jan.—Feb. 1927, pp. 6— Sj 
“The Export of New Capital,” Economist ^ CIX (1929), 753-55. 

Indeed, in the first half of 1928 the Bank of England for the first time gained consid- 
erable amounts of gold, and the pound was unusually strong in terms of the dollar. The 
balance of payments position was improved in 1928, as we have seen, and was in addition 
seasonally strong in this part of the year. 

See the interesting study of “The Dollar Exchange, Commodity Prices and Money 
Kates,” Midland Bh. Mo. Rev.^ Dec,, 1929-Jan., 1930, pp. i“4. 

Ninth Annual Refort^ p. 81. 
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Even more important were the heavy gold drains consequent on 
French and German liquidations of sterling balances, especially in mid- 
1928, 1929, and 1930. These countries were passing from the half-way 
house of the gold exchange standard to the pure gold standard. Their 
central banks could, or would, no longer extend credit on the basis of 
sterling holdings, and sold what they had for gold. Their strong balances 
of payments — the result of franc undervaluation, continued French re- 
patriations, seasonal influx of tourists, and heavy German borrowing 
— created a heavy continuous offer of sterling for marks and francs. 
Marks and francs were also in great demand domestically, and interest 
rates were high, because of domestic recovery, rising prices and wages, 
heavy hoarding after 1929, and for other reasons. Since the central banks 
were unwilling or unable to meet these requirements by domestic credit 
expansion, the commercial banks were forced to sell their accumulated and 
accruing pounds for gold and to turn the gold into liquid domestic as- 
sets.^® In these ways the financial strength of France, Germany, and the 
United States and their inability or disinclination to ^^play the game” 
subjected Britain to serious strains. 

The average value of sterling in terms of the dollar was below par in 
no less than 60 of the 76 months from May, 1925, to September, 1931. 
The London price of gold tended persistently to remain at or near the 
Bank of England selling price, and the Bank could therefore acquire it, 
as a rule, only by exceeding its statutory buying price.- ^ It is clear that, 
with few exceptions, in all the years Britain was on gold her balance of 
payments showed a persistent weakness indicative of basic disequilibrium. 
This was particularly clear in the years 1924 to 1927, when the balance 
was adjusted only by a fairly continual inflow of short-term capital. A 
comparison of the current balances and the Midland Bank figures for 
new issues during these years shows a continuous excess of the latter over 
the former, although errors and omissions in the available data render 
any such simple statistical verifications nugatory. The accumulation of 
French and other balances in London and the necessity for relatively 

MacM. Comm., Refort ^ pp, 73-75; Einzig, The Fight for Financial Sufrefnacy^ 
pp. 94—97; Economist: ‘^France and the Gold Influx,” CXI (1930), 269; ‘‘France and 
Gold,” CXI (1930), 1157-59; see also pp. 46-49, above. 

See Watrous Henry Irons, A Study of the Causes Underlying the International GoU 
Crisis^ Philadelphia, Univ. of Penn., 1938, p. 157; Brown, The Int. Gold Stand. ^ I, 709, 
also pp. 706-30. The Bank was saved from more serious gold loss in 1930 by the ex- 
haustion of its fine gold stocks; standard gold being unacceptable to the Bank of France, 
the franc rate went beyond the British gold export point. Einzig, The Fight for Financial 
Sufremacy^ pp. 110-17. 
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higher London money rates in 1925 and 1927 and for the temporary 
loan embargo in 1925 all indicate that this situation was something more 
than the temporary effect of the 1926 coal strike.^^ 

This balancing of the accounts in the period 1924-27 by increasing 
the net foreign liabilities of London merely increased the precariousness 
of her financial position. A higher Bank of England Rate did not reduce 
new lending so much as it increased liquid foreign liabilities, thus weak- 
ening the short position of sterling without effecting any lasting solution 
of the balance of payments problem. The fact that London was the center 
for the reserves of the gold-exchange countries aggravated this vul- 
nerability, subjecting her to drains when and if these countries decided 
to adopt a pure gold standard or if their balances of payments with some 
other country became weak. Whereas before the war Britain’s foreign 
short-term assets and liabilities were probably fairly well balanced, in 
1931 the latter may have been twice as large as the former. And whereas, 
on the one hand, London’s relative ability to hold the increased foreign 
balances had greatly decreased, on the other, the liquidity of her ^^short- 
term” assets was greatly diminished.^^ 

A frequently heard diagnosis of the British situation of 1925-31 is 
that she was ^^borrowing short and lending long.” The disequilibrium of 
her balance of payments, necessitating these inflows of short-term credits 
(which occurred in general only before mid-1928), is thus attributed to 
an attempt to transfer more capital on long-term than the current bal- 
ance permitted,^- This interpretation is supported by the existence of 
factors indisputably tending to sustain foreign lending and to make such 
lending less responsive to the current balance and to available voluntary 
savings: notably the traditional connection of the new-issue market with 
foreign borrowers, the relative lack of bias in favor of domestic invest- 
ment,^^'* and the definite encouragement of the League of Nations loans 
and empire issues mentioned above. 

Royal Institute, T/ic Problem oj International Investment^ pp. 138—41 j see, on the other 
hand, Gregory, in Foreign Invest?nentSj pp. izoff., especially pp. 129-31, and H. V. 
Hodson, Slump and Recovery 1929—7957, London, Oxford Univ. Press, 1938, pp. 83—84. 
Nevertheless, Hodson does admit (p. 85) that London’s short-term liabilities to for- 
eigners would have been less but for her high interest rates, dictated by the pressure upon 
gold reserves of a weak balance of payments. 

Albert Aftalion, L’Or et sa distribution mondiahy Paris, Dalloz, 1932, pp. 100-85 
MacM, Comm., Report, pp. 149—505 Hall, Tke Exchange Equalisation Account, 
pp. 17-215 Kindleberger, International Short-Term Capital Movements, pp. 40—415 
Grant, The Capital Market in Post-War Britain, pp. 106—7, 

Gregory, in Foreign Investments, pp. 112—155 Sir Josiah Stamp, ‘^The Monetary Ques- 
tion in Great Britain,” Economic Essays in Honour of Gustav Cassel, pp. 602—3. 

Lord Sta'mp maintained that increased taxation of business profits in order to meet 



ADJUSTMENTS OF POLICY, 1924-31 169 

However, Britain was not ^^borrowing short” in order to ^ 4 end long” 
any more than she was “borrowing short” in order to buy more than 
she could earn on current account or, indeed, in order to “lend short.” 
She was no more “overlending” than “underselling” or “overbuying.” 
Unresilient elements and biases on both trade and capital sides made for 
lack of mutual adjustment. The automatic forces tending to bring the 
two balances together were not effective enough. Tiding over disequilibria 
by the inflow of short-term capital mitigated the deflation of British 
purchasing power. And the strength of Britain’s demand for foreign 
goods vitiated such deflation as did occur. The causes leading to the flow 
of capital less readily led to corresponding increased purchases of British 
goods 5 as we have seen, this was especially true of the lending to con- 
tinental Europe. Tariffs and subsidies also blocked the relatively easy 
adjustment of trade and services. On the other hand, the dwindling 
British current balance did not readily induce the required curtailment of 
foreign lending. For one thing, there was a connection in the reverse di- 
rection, the low profits of a large segment of British industry increasing 
the relative attractiveness of foreign as compared with domestic invest- 
ment and therefore encouraging lending in the face of a decline in the 
current balance.’^^ For another, the anticipated adjustment of interest 
rates was inadequate 3 short-term rates were, naturally, far more respon- 
sive than the pertinent long-term rates j and even to the extent to which a 
rise in the latter did occur, its effectiveness was probably limited by the 
fact that foreign demand for British capital was less elastic than the 
domestic demand.*^® Certainly the Australian government and capital- 
starved Germany, offering high returns to investors (regardless of their 
ultimate ability to pay) , were less likely to be discouraged by relatively 
high long-term rates than were Britain’s staple trades. 

The causes for the inadequate equilibration of the British balance 
of payments derived from both the trade and the capital side, and from 
the outside as well, and the characterization of “overlending” or “lend- 

national debt service took funds from those more likely to reinvest at home and gave 
them to investors who were just as willing- to subscribe to foreig-n loans. MacM. Comm., 
Evidence j I, 255— 57. 

(O. M. W. Sprague), MacM, Comm., Evide^ice^ 11 , 302 j Haberler, The Theory of In- 
temational Trade ^ p. 270. 

See Hobson, Exfort of Cafital, pp. 40—41. Interest rates sufficiently high to reduce 
foreign lending to the extent necessary therefore would probably have had serious effects 
on domestic investment and employment. 
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ing long and borrowing short” is simply an inadequate explanation.^^ 

The disequilibrium of the balance of payments in these years has very 
often been attributed also to the overvaluation of the pound in its 1925 
stabilization at $4.86. According to this interpretation, British costs 
proved so high and unyielding, in the face of an overvalued currency, 
that the current balance decreased, and lending which might otherwise 
have been easily transferred now became excessive.^*^ 

Currency valuation is customarily judged in terms of purchasing 
power parities. This criterion has many familiar shortcomings, prac- 
tical and theoretical, but it is generally agreed that the great recovery of 
sterling in the latter part of 1924, which occurred counter to, rather than 
in accordance with, price parities did necessitate some relative decline 
of British costs.^® The determining factor in raising the value of the 
pound was the inflow of capital^ British prices in fact rose relative to 
American prices. Partly as a result of the divergent movements of the 
exchange and of prices, the trade balance deteriorated considerably 
roughly in step with the relative rises of market rates over parity ex- 
change rates.®^ 

See Gregory, “The Causes of Gold Movements into and out of Great Britain,” Selected 
Documents on the Distribution of Goldy pp. 23—24. 

For example, Keynes, A Treatise on Money, I, 348;/. 

Gregory, The First Year of the Gold Standard, pp. 50-535 Keynes, The Economic Con- 
sequences of Mr, Churchill, p. 32. 

Purchasing power parity rates, based upon the U.S.A. Bureau of Labor Statistics and 
the British Board of Trade wholesale price indexes, show an almost unbroken fall from a 
peak of $4.58 in February, 1923, to $4.03 in October, 1924, and a rapid rise thereafter 
to $4.39 in April, 1925, when the market rate was back at par. The actual rate fell with 
the parity rate throughout 1923 (largely due to a flight of capital), remaining thus 
roughly around 103.6 percent of parity, the average for the year. But from 10 1.4 percent 
in January, 1924, the market rate rose rapidly to 113.2 percent of parity in November, 
and 113,9 percent in January, 1925. The more rapid adaptation of prices thenceforth 
(doubtless largely enforced by the rising market value of sterling) reduced this over- 
valuation, but it was still 9.2 percent in April, 1925. 

A 1 2-month moving total of the adverse trade balances follows these fluctuations quite 
closely. From January and April to September, 1922, the market exchange rate declined 
from 108.7 and 108.8 to a low of 98.7 percent of parity, and the trade balance declined 
steadily from £268 million in (12 months ending) January to £237 in April and a low of 
X161 million in September. From September, 1922, to April, 1923, the market rate rose 
from 98,7 to 104.0 percent of parity, remaining thereafter around the 103.6 percent 
average for the year. The trade balances in the same period rose from £161 to £216 
million and then also stayed around £195-220 for the entire year 1923. Then, correspond- 
ing to the increasing overvaluation of sterling from January to November, 1924, and Janu- 
ary, 1925, the trade balance totals rose from the low in (12 months ending) February of 
212 millions to 329 in November and 368 in January, 1925. Thereafter, however, while 
the overvaluation declined to but 1.5 percent in November, the trade balance continued to 
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There is evidence that from January, 1925, prices were adjustingj 
largely under the influence of the higher pound, and by the end of the 
year wholesale prices were almost at their 1913 ratio to the American/^ 
However, costs could scarcely have been corrected as rapidly as the more 
or less automatically adjusting prices of international staples, which pre- 
dominate in the wholesale index.^^ After 1925 it becomes impossible 
therefore to evaluate the restrictive effect of the original overvaluation 
of sterling, in terms of the relative price changes since 1913. The coal 
strike introduced a new overvaluation in terms of British and American 
wholesale prices, which was only gradually adjusted through 1927 and 
apparently did not disappear completely until late in 1928.^^ 

Overvaluation or undervaluation of a currency can have meaning only 
with reference to a balance of payments equilibrium which would presum- 
ably be attained by a correct valuation. Following our own definition, the 
correct valuation of a national currency is one at which, given existing 
supply and demand curves, prices, marginal efficiencies of capital, etc., 
nationals buy and lend abroad as much as they sell and borrow (on long 
term) without need for government controls. But since these given 
conditioning factors are constantly changing and fluctuating, the ^^correct” 


rise somewhat, reaching" £405 million in April, £416 in June 5 they stayed throughout the 
year at an average of about £396 million. Computations by the author. See also Brown, 
England and the New Gold Standard y pp. 214--195 Henry Clay, The Post-War Unemfloy^ 
ment Prohlem-y pp. 69-73. 

The parity rate rose from $4.20 in January to $4.77 in November and $4.87 in March- 
Aprii, 1926. 

See Keynes, ^^The Committee on the Currency,” Econ, Jour.y XXXV (1925), 301, and 
The Economic Consequences of Mr, Chur chilly pp. 10— ii. 

The parity rate fell from $4.87 in April, 1926, to a low of $4.51 in November, leaving 
the market rate 7.6 percent above parity. And the trade balance became increasingly 
adverse. That both were the result of the strike is clear j the slight rise in the Board of 
Trade general price index was attributable solely to a very great rise in the price of coal — 
from 146 to 185 (1913 base). The parity rate recovered only gradually, reaching $4.79 
by December, 1927, and $4.89 in August, 1928, and the trade balance recovered, although 
by no means in close month-by-month correlation with the market-parity ratio. 

Comparison of price indexes over as long a period as from 1913 to 1928 is a procedure 
of doubtful validity. Nevertheless, the return of the price ratios almost precisely to the 1913 
level in the years of relative stability, 1927—29, in accordance with theoretical expectation 
— ^the actual rate averaged T01.2 percent of parity in 1928, and 99.7 percent in 1929 — 
indicates that this procedure is even more than roughly accurate. 

On the other hand, the use of wholesale price indexes affords inadequate indication of 
what we are seeking because of the inevitable correspondence between price ratios of inter- 
national staple products and exchange ratios. Nevertheless, the ability of the price ratios, 
i.e., the parity rate, to diverge so considerably from market exchange ratios in the short 
run proves that wholesale prices are not useless on this account. 
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valuation of the currency may itself be constantly shifting, without equiva- 
lent domestic price fluctuations.^^ Or there may occur compensating 
fluctuations in the price variables, which would indicate a shift in the 
parity rate, yet which might be an instrument or essential condition of 
continuing equilibrium at the existing market rate. Domestic prices are 
only one series of shifting variables in the interrelated pattern of causes 
and ejffects which condition balance of payments equilibrium and dis- 
equilibrium.^"^ 

Thus, we can no longer be certain about even the initial overvaluation 
of sterling, from the evidence of price parities alone. Many of the basic 
determinants of the British balance of payments had changed. Of the 
factors which diminished the current balance, not all entailed or resulted 
from relatively high British export prices. Lacking the necessary price 
adjustments, the pound may therefore have appeared to be at an equilib- 
rium level when in fact it was overvalued 3 and if the price adjustments 
were made, purchasing power parities alone would fallaciously indicate 
an undervaluation. Operating in the opposite direction were the fall in 
British lending and (considering the dollar rate) the rise in American. 
Since many of the more important causes from the trade side were price 
factors, it is impossible to say which of these tendencies caused the greater 
bias in price parities. Similarly, there were various non-price considera- 
tions behind the decision to return to $4.86: the expectation of enhanced 
financial prestige and higher financial earnings as a result, and the fact 
that the major part of foreign obligations to Britain were fixed in terms 
of sterling and would buy less foreign goods if Britain consciously chose 
poorer barter terms of trade, in a lower pound.^*^ As a matter of fact 
these expectations of a stronger balance of payments as a result of higher 
sterling value were, it is generally conceded, not fulfilled. 

In view of these many non-price factors and considerations the entire 
balance of payments must be the only satisfactory criterion of the correct 
valuation of a currency. The evidence of flows of gold and short-term 
capital, the necessity for embargoes on new issues and high interest rates, 
may be taken clearly to indicate British currency overvaluation from 
1925 onward.^^ While such a condition could probably have been elim- 

This Hawtrey calls a “virtual” price chang-e, in itself a “virtual” admission of the in- 
adequacy of price parities as a guide to equilibrium valuation of currencies. Currency and 
Credit y pp. 715 74, 85-86. 

See Ohlin, “International Price Relations,” Index, V (1930), 1 58-59 j see pp. 156-63. 

Argued by Gordon, Cafital m Sterling, pp. 33—37. 

Milton Gilbert, Currency Defreciation and Monetary Policy, pp. 37—40. 
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inated by relative shifts in the external or internal purchasing power of 
the pound, it might equally well have been eliminated by relative income 
deflation, or alteration in the level of employment, or a rise in long-term 
interest rates. The concept of currency overvaluation or undervaluation 
thus either becomes synonymous with that of disequilibrium, for any rea- 
son, or it is misleading, because it stresses only one of the possible causes 
of disequilibrium or methods of adjustment. In the case of Britain in the 
1920’s, there can be no doubt that the price (or exchange rate) factor was 
not the only factor, and perhaps not even the most important one. 

There is evidence that the initial overvaluation of sterling in 1924-25 
was a significant factor contributing to disequilibrium. However, had the 
competitive position of British industry not declined for other reasons, 
such disequilibrium might have been slight and easily eliminated by such 
price and cost adjustments as did in fact occur. If foreign lending had 
fallen more readily, sterling would have ceased to be “overvalued.” 
The increase of the adverse trade balance, almost fciri fassu with the in- 
creasing overvaluation of sterling relative to purchasing power parity, 
must be attributed in very large measure to outside factors, notably the 
return of the Ruhr coal mines and industries to active operation after 
the French invasion of 1923. It will be remembered that this heavy 
adverse balance continued after January, 1925, despite an apparent 
gradual price adjustment. It was the combination of the many factors 
already discussed, including the choice of a $4.86 pound, which created 
the difficulties of the period 1925-31.^® To subsume them all under the 
statement “sterling was overvalued” is either misleading or leaves that 
concept with very little meaning. 

In 1929 and 1930 the flows of short-term credit were outward, as we 
have seen. Inflows, it would appear, were no longer essential to con- 
tinuous balance.^^ The balance of payments was indeed in some respects 
stronger than in the earlier years — ^in 1929 because of a somewhat larger 
current balance, and in both years because of considerably reduced net 
long-term foreign lending. However, foreign balances flowed out, not 
so much because London could dispense with them as because she could 

See Harris, in Explorations in Economics, pp. 35-45. 

This by no means denies the importance of the high stabilization in 1925, which these 
other factors made more onerous than it would otherwise have been, but which in turn 
also made their incidence more severe. See Loveday, Britain and World Trade, pp. 147-81, 
and S. J. Catiforis’s sensible refutation of Loveday’s minimization of the return to gold, 
Le Crise de la monnaie Anglaise, Paris, Recueil Sirey, 1933, p. 81. 

MacM. Comm., Report, p. 1 1 3. 
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not possibly hold them. The inadequacy of any adjustments to their out- 
flow is indicated by the heavy losses of gold whenever this occurred. 
London^s financial position remained technically weak. The damage had 
already been done, and one cannot read the contemporary financial 
chronicles without perceiving the constant feeling of constraint in view 
of the always imminent danger of serious gold loss. 

There were only two possible solutions within the framework of 
liberal laissez-faire policy to this inherently weak position. One was a 
deflation of British prices and incomes, sufficiently severe not only to 
restore current equilibrium but also to create a strong enough balance 
of payments to dissipate gradually the precarious accumulated short- 
term credit position. The other alternative was to free the pound and to 
start over again. 

The Bank of England, as ever, conceived its first duty to be the main- 
tenance of the external value of sterling. To this end it kept its Rate at a 
level which was extremely high for a long period of time, both by pre- 
war standards and in comparison with contemporaneous rates in the 
United States.®^ In the few instances when short-term market rates did 
not press closely upon Bank of England Rate, the bank employed in- 
formal measures and open market operations to keep them up, i.e., to 
make its Rate effective.^^ And it sought to keep the volume of credit 
stable. The inflationary effects upon bank reserves of a steady decrease 
of notes in circulation from 1925 through 1930 were slightly more than 
offset by a similar long-run decline of the bank’s security holdings. 
Shorter-run fluctuations in bankers’ balances at the Bank of England, 
due to gold flows, were likewise offset by open market-operations. There 
was no attempt to force money into the banking system despite the rela- 
tively heavy unemployment, no inclination to risk any sort of easy- 
money policy.^^ 

There is sufficient evidence that this policy was to some extent de- 
flationary. The very gradual and relatively slight rise of clearing bank 

R. G. Hawtrey, TJie Gold Standard in Theory and Practice^ 4th ed., London, Longmans 
Green, 1939, p. 1255 Keynes, The Economic Consequences of Mr. Churchill^ pp. 14-19. 

H^risson, Le Controle du credit a court terme far la Banque d^ Angleterre^ pp. 238-39 j 
Brown, The Int. Gold Stand. ^ 11 , 1018—19. 

See Herisson, of. cit.^ p. 250, This fear of declining short money rates was increased 
by the perverse habit of the clearing banks of keeping a fixed proportion of secondary 
reserve, i.e., liquid bills and similar assets. Any increase of domestic advances thus led also 
to an increased demand for bills, depressing the latter rates, and hence endangering sterling 
more than would a mere reduction of rates on industrial loans. MacM. Comm., Emdence^ I, 
60-62, 11, 174-79. 
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deposits through 1930, in the face of k stable and even slightly declining 
credit base, entailed declining reserve ratios. Even this rise is deceptive, 
for over the whole period 1923-24 tc 1929-30, current accounts (demand 
deposits) were quite stable, the absolute increase being confined to de- 
posit (time) accounts. Since in this period industrial output was expand- 
ing and the population was growing, all this added up to some defla- 
tionary influence, though the strength of that influence is unmeasurable.^'*^ 

One reason offered in explanation of the Bank’s conservative policy 
was Britain’s outmoded fixed fiduciary issue currency system. This system 
froze the greater part of the Bank’s gold as a reserve against an internal 
drain no longer possible under the gold bullion standard instituted in 
1925. At a time when the gold reserve was £150 million, the Bank could 
not actually stand an increase of domestic note circulation and exports of 
gold together totaling more than about £35 million, without its Pro- 
portion falling to zero, except by emergency permission of the Treasury 
to increase its fiduciary circulation.^'^ The fact that the conservative Bank 
and Treasury officials were not anxious to change this system does not, 
of course, necessarily vitiate this argument.^*"' Nevertheless, there was 
merit in their contention that any formal changes would be unavailing. 
Greater freedom to insulate the domestic economy from temporary gold 
losses would not remove the danger and threat of continued gold losses 
or solve the problems of persistent balance of payments disequilibrium, 
which gave ultimate justification to the conservative policy. 

If the Bank kept a steady downward pressure upon bank reserves and 
resisted any inflation of the volume of credit, nevertheless, it did not in- 
stitute a drastic deflationary policy to effect more enduring adjustments. 
It sought always to maintain a stable volume of credit 3 gold outflows 
were equally offset. Within the limits of keeping the pound stable by 
encouraging short-term capital inflows, there was considerable solicitude 
for the needs of the domestic economy and for the political pressures 
which prevented real deflation. The main purpose of the high Bank Rate 
was to attract foreign funds, not to deflate domestic prices,^® and the 

See MacM. Comm., Refort^ pp. 101-2 ; W. A. Brown, The Int, Gold Stand.^ I, 698-704, 
11 , 1016-17 j W. H. Irons, The International Gold Crisisy p. 78. See, however, Grant, The 
Capital Market in Post-War Britamy pp. 108, 115, 141-46. 

MacM. Comm., Evidencey I, 167-69, 182—83 (J. R. Bellerby), 325 (D. H. Robertson), 
TI, 6—8 (Keynes). 

Their extreme, often unreasoning conservatism is exemplified by some of their testimony 
before the MacMillan Committee j see, e.g., 11 , 6—7. 

(Montague Norman), MacM. Comm., Evidencey I, 215-17, 
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Bank used its Rate much more sparingly than before the war^ in order 
to prevent serious disturbance of the domestic economy.^'^ 

In this fashion the Bank sought fijom 1924 on “to avoid the Scylla of 
domestic deflation and the Charybdis of external depreciation.” Flere 
was a pragmatic middle-of-the-road policy which satisfied very few. On 
the one hand, it effected no basic price readjustments, and, on the other 
hand, it kept a tight rein on the volume of credit. Nevertheless, that 
policy kept sterling on gold, however precariously, until international 
confidence completely broke down. It helped make the balance of pay- 
ments basically more strong by tending to maintain long-term rates and 
thus to hold down long-term lending.®^ It protected domestic industry 
from severe deflation. And it gradually evolved the practice of using 
open market operations regularly to shelter the domestic economy from 
the effects of erratic independent flows of short-term capital and gold, 
to which the balance of payments could not and should not have been 
expected to adjust.^^ 

The Bank has been criticized for not deflating in earnest to eliminate 
overvaluation of sterling as, it was claimed, it would have done before 
1914.®^ It may be replied that the costs and difficulties of such a policy 
may well have outweighed the advantages, that unemployment would 
as a result have been even greater and domestic industry even further 
handicapped by scarcity of funds much needed for re-equipment and 

Despite heavy gold losses in the second half of 1928, the raising of Bank Rate was post- 
poned as long as possible, and in 1931 England left gold at a 4% percent Bank Rate. See 
ihid,y II, 180. Figures computed by Charles Walker, from the Bank of England returns, 
show strikingly the changed practices in post-war years, in contrast with pre-war years: 
the disinclination to use Bank Rate$ the more frequent offsetting open market operations j 
and the resultant greater fluctuations in the Bank’s own reserves, as a result of gold flows 
and changing internal circulation. ‘‘The Working of the Pre-War Gold Standard,” Rev, 
Boon. Studies^ I, 204—65 see also Brown, The Int. Gold Stand. ^ I, 6S4— 90, and Herisson, 
Le Controle du credit^ pp. 240-46. 

Royal Institute, The Problem of International Investment^ p. 137. 

Long-term interest rates did tend to fluctuate in close correspondence with the short, 
although within a much narrower range. It cannot be doubted that the heavy decline of 
new lending toward the close of 1929 and the resumption early in 1930 were in large 
measure the result of the sharp rise and then decline of interest costs, and even the heavy 
decline in 1931 was in part due to rising rates, all largely attributable in turn to a Bank 
policy reacting to flows of short-term capital and gold. See Bank of England, Statistical 
Summary y July, 1932, p. 4. 

See Mlynarski, Gold and Central Banksj New York, Macmillan, 1929, p. 595 “Money 
in 1928,” Economist, CVIII (1929), 5065 Herisson, Le Controle du credit, p. 397. 

Herisson, ibid,, pp. 401-2, 4105 Benham, British Monetary Policy, pp. 1-45, especially 
p. 45* 
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renovation. Even before 19 14, as We have seen, Bank Rate policy was 
devised not so much to operate upon prices as to induce compensatory 
short-term credit flows j and seldom before the 1920’s had the Bank 
been faced with such an enduring basic disequilibrium. To the many, on 
the other hand, who criticize the Bank’s conservatism and dear-money 
policy it may be answered that if sterling was to be protected — and 
few advocated a departure from gold at a time when the world economy 
was in process of reconstruction — such a policy was probably necessary.^^^ 
If the Bank was conservative, it was also changing and evolving new at- 
titudes and instruments. The disinclination to use Bank Rate and the 
evolution of a regular offsetting policy — involving recourse to open- 
market operations, not simply to make Bank Rate effective, but to offset 
gold flow^s — were a real change from pre-war practice. 

Still, the years 1925-31 were years of constraint and pressure and of 
unresolved disequilibrium. 

The position was a difficult one. The pound was always faced with potential 
dangers, but nothing could be done to reduce them without increasing unem- 
ployment at home and possibly producing a crisis in some . . . weaker coun- 
tries abroad. ... For practical purposes there was only one remedy: that of 
going off the gold standard and starting all over again. The force of events 
was such that this remedy had unwillingly to be applied in September 1931.^^ 

The early part of 1931 witnessed another lull, as in the previous year. 
Net short-term capital movements were small, and probably, on balance, 
toward England. The Bank of France lowered its rediscount rates, while 
the Bank of England, by vigorous open-market operations, forced money 
rates upward 5 exchange rates as a result moved in favor of London, and 
the Bank gained gold. Then came the crisis, and the system was too weak 
to weather it. The Continental banking crash, panic, and bank failures 
in the United States, brought an international hoarding panic. Britain’s 
budgetary weakness, her heavy involvement in the Continent, her ex- 
tremely illiquid position, and the ^^Naval Mutiny,” turned the panic into 
a run on England. From the end of June to the end of September, Lon- 
don lost about £200 million of short-term foreign funds. Gold credits 
negotiated in New York and Paris, £50 million to the Bank of England, 
£80 million for the Treasury, were soon exhausted, some £30 million of 

® 2 MacM. Comm., E<vidence, I, 145-56, 278-80 (Hawtrey). 

See the balanced evaluation by Herisson, Le Controle ilu credit^ pp. 395-404. 

Grant, The Cafital Market in Post-War Britain^ p. 113. By permission of the Mac- 
millan Company, publishers. 
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gold were lost, and foreign exchaitge holdings reduced, before Britain 
left gold. The unprecedented adverse current balance of £100 million 
added to these difficulties. What wfth these drains and the partial re- 
payment of the New York and Paris credits before the end of the year, 
there must have been substantial drawing down, perhaps virtual exhaus- 
tion of Britain’s short-term foreign assets, as is indicated by the residual 
balance of payments credit of fully £i 6 j million for the year.^^ 

Bank of England policy in the crisis was much the same as before. The 
heavy gold withdrawals of July were in part offset, but the Rate was 
raised quickly from 2% to 4% percent, and the offsetting was not com- 
plete, There was certainly neither intention nor desire to leave gold. 
Nevertheless the Bank cannot be accused of ruthless determination to 
hold to gold by whatever means necessary. Its Rate never passed 4% 
percent. For years the Bank had pursued as deflationary a policy as was 
politically possible, without fundamental success, and now Britain was 
in deep depression. When the Rate was raised to 4% percent, 22 percent 
of the insured population was unemployed 3 it is difficult now, and it was 
even more difficult then, to believe that further struggle to stay ^ffinder 
the harrow” was worth the price. There was in addition serious ques- 
tion whether any measures would serve to stop the capital flight. A 10 
percent Bank Rate and a larger New York credit might either have re- 
stored confidence in Britain’s determination to hold to gold, or in- 
tensified the fears which caused the flight. But the current balance could 
not be made to adjust by any such policy, and the disequilibrium would 
have remained. In any event, under the circumstances and after the 
1925-31 experience, a 10 percent Bank Rate was impossible.^'^ So, in 
September, 1931, Britain, without entirely realizing it, abandoned the 
goal she had pursued in the preceding decade, and set out on a new 
path. 

See Table 13 (page 126), and ^‘Banking Supplement/’ Economist, May 14, 1932, p. 6j 
also Gregory, The Gold Standard and Its Future, pp. 56-59 j Gordon, Cafital in Sterling, 
Part I, fassim; Benham, British Monetary Policy, pp. 5-8. 

These were Governor Norman’s words before the MacMillan Committee in 1931 : 
have been continuously under the harrow.” Evidence, I, 2125 see also 23—25. 

See W. A. Brown, The Int, Gold Stand., II, 1019-245 Einzig, The Tragedy of the 
Pound, pp. 97—1035 Fanno, Normal and Abnormal International Capital Transfers, pp. 
64-65 w 5 Herisson, Le Controle du credit, pp. 407-8 5 Gregory, The Gold Standard and Its 
Future, p. 59. 



X. PROBLEMS OF EQUILIBRIUM AND 
ADJUSTMENTS OF POLICY, 1932-39 


W ITH THE FALL of Sterling, with the advent of a government 
possessing virtual carte blanche to meet the crisis, most inhibi- 
tions were gone. The attempt to restore free trade and the gold 
standard had failed to prevent or to remedy unemployment and stag- 
nation and had ended in collapse. Free foreign lending had brought only 
a harvest of default. English policy was ready now to look first to the 
domestic needs for capital and employment, to insulate the home econ- 
omy from foreign and domestic competition and from the erratic inter- 
national gold and capital flows which had so harassed monetary authori- 
ties.^ Each desertion from the old system begot others. Once the tariff 
was accepted, for example, the door was open for a further stifling of 
domestic competition, and for the discrimination and bilateral bargaining 
of imperial preference and the trade treaties. Particularly was this true 
under a Conservative government, which could not be said to have re- 
sisted with adamantine will the pleas of vested interest for special pro- 
tection and favor.^ 

These changes in British policy were important, but not crucial in 
the long-run evolution of the balance of payments. The control of for- 
eign lending was not the major determinant of levels and channels of 
investment. The effects of trade treaties and empire preference, as other 
studies have shown, lay rather in diverting and re-canalizing Britain’s 
international transactions than in changing the total.^ The game of cur- 
rency depreciation, protection, and trade bargaining is one that all coun- 
tries can play, and differential net advantages tend to be zero. 

The Current Balance 

The decline of sterling and the tariff brought a radical change in 
British trade. The precipitate drop of export volume was abruptly 

^ See Francis, Britain's Economic Strategy^ chap, vii*, Benham, Great Britain under Pro- 
tection^ pp. lo-ii, 20-24. 

^ An economist is likely to forget the “political” aspects of economics. Davies’s ^^NationaP^ 
Cafkalism is a well-informed and in many ways convincing criticism of the National Gov- 
ernment’s economic policies on these grounds. 

® These interesting changes are analyzed in Chapters XI and XIII, below. 
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halted and gave way in 1932 to a (idight rise. The stubborn stability of 
import volume was at last halted. The import surplus was thus cut in 
the years 1932-35 to the lowest levejjs of the whole period 1924-38. 

The divergence between British experience (as shown in Table 24) 
and that of the rest of the world is striking. In the years 1929-31, while 
the volume of British imports was stable, the world’s declined by 14.6 
percent. In value terms the discrepancy was smaller, because of the 
greater decline of British import prices, but it was still considerable: the 
British fell 29.2 percent, the world’s (dollar value) 41.5 percent, and 
the American 52.5 percent. Between 1931 and 1932, on the contrary, 
the British volume was reduced by 12,0 percent, or almost as sharply 
as the world’s 13.3 percent. A partial offset to this in the value figures was 
the relatively small decline in British import prices (see Table 24), due 
to the depreciation of sterling, while the index of world (export and 
import) prices declined by 22 percent in these years.^ 

Table 24 

Indexes of Average Value and Volume, United Kingdom Tra.de® 

{igso = 100) 


average value average volume 



Retained 

Exforts 

Retained 

Exforts 

Year 

Imforts 

U*K*Goods 

Imforts 

U*K. Goods 

1929 

113.4 

104.7 

102.4 

122. 1 

1930 

1 00.0 

100.0 

1 00.0 

100.0 

1931 

81.0 

89.+ 

102.8 

76.5 

1932 

75-3 

83-3 

90.3 

76.8 

1933 

71*3 

81.9 

91.7 

78.7 

1934 

73*3 

82.2 

96.9 

84.4 

1935 

74-5 

82.1 

98.3 

90.8 

1936 

78.2 

ro 

CO 

105.2 

92.2 

1937 

89.0 

90.5 

III . 9 

100.9 

1938 

84.0 

92.0 

106.8 

89.5 


® Source: Statistical Abstracts for the United Kingdom* This table is the product of join* 
ing three separate official series 5 comparability is therefore only rough. 


^ Comparison of British (sterling) import values with world (gold) values shows no 
lessening of the discrepancy in rates of fall after 1931, but only because the world figure 
for 1932 is greatly reduced by conversion into gold values of the imports of all those 
countries who left gold in 1931-32. W'orld and U.S.A. data from League of Nations, 
Reviews of World Trade, 
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British export volume fell 37.4 p-rcent between 1929 and 1931, the 
world^s only by 14.3 percent, but this discrepancy was largely compen- 
sated in value terms by the relath e stability of British export prices.® 
From 1931 to 1932, however, the depreciation of the pound was strik- 
ingly effective in sustaining British exports relative to world exports. 
While in volume British exports increased slightly, the world^s declined 
further by 12.1 percent 3 and in value the comparable British and Ameri- 
can percentage declines were 8.5 and 33.5 percent.^ 

It cannot be doubted that Britain gained a greater share of world 
markets, in value as well as volume terms, as a result of the fall of the 
pound.'^ Although her competitive strength was weakened by the rela- 
tively increased cost of imported raw materials, the lag of export costs 
and prices (both for Britain and for her gold country competitors) was 
sufScient to leave a considerable advantage.® Inflation of sterling prices 
and costs was precluded by a balanced budget, and because many other 
countries also went off gold or adopted trade and exchange controls, 
thus negating tendencies toward absolutely increased demand for Brit- 
ish goods. Sterling import prices were likewise restrained, because of 
the considerable price concessions forced upon suppliers of Britain's im- 
ports (in many cases in the form of a depreciation of their own cur- 
rencies), since the British market was so important to them. With this 
stability of sterling prices and costs while the pound was falling, Britain’s 
gold export prices declined far more than American and French in 
competing lines.® 

However, when it comes to weighing the net effects of the deprecia- 
tion of sterling upon British foreign trade in absolute terms, one must 

® World (export and import) prices fell 32.4 percent between 1929 and 1931, British ex- 
port prices only 14.7 percent. 

® World exports declined by 31.8 percent, but this far heavier fall than the British is in 
large measure the result of converting 1932 world trade figures into gold values, the British 
remaining in sterling. 

^ Harris, Exchange Defreciatiotiy pp. xxiv—xxv note, 95—96, 444-45:^. 

® See Vaneetvelde, La Defreciation de la livre sterling^ pp. 177-83, 256—64. 

® P.E.P., Refort on International Trade, p. 445 Harris, Exchange Defreciation, pp. 5-6, 
26, 70, 45S-64. Of course, gold countries could buy their imports still more cheaply. See 
Gregory, The Gold Sta 7 tdard and Its Future, pp. 70-735 Gordon, Cafital in Sterling, 
pp. 60—80. However, in so far as the failure of import prices to rise was the result of 
Britain’s specially favored bargaining position in these particular goods, and because also 
the costs of imports are but one part of export prices, the other components of which did 
not rise, Britain did obtain a competitive advantage. See Marchal, ‘^L’Abandon de 
?etalon-or en Grande Bretagne et ses consequences,” Revue eco, internation ale, 1937, 
Part 3, pp. 249-625 Harris, Exchange Defreciation, pp. 438-46. 
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compare what happened with wha^would have been had Britain not left 
gold, and any conclusions savor oFpredisposition. If the decline of the 
pound gave Britain a rising share oi^' total world trade, the value of both 
that share and the total were decliiiing in absolute terms. Sterling de- 
preciation was in considerable measure to blame for this. The intensified 
competition of British exporters and the discouragement to British im- 
ports put extreme pressure upon world balances of payments, forced 
many suppliers off gold, and thrust extreme price reductions upon others. 
It was hence directly responsible for much of the ensuing gold-bloc defla- 
tion, for the spread of trade and exchange controls (many directed spe- 
cifically at her), and for currency instability, all of which choked off world 
trade in general and British sales (and Invisible receipts) in particular.^^^ 

However, it is difficult to see how anyone, observing the course of the 
world depression from 1929 to September, 1931, can attribute all the 
deflation and shrinking world trade thereafter to a mistake of British 
policy on that date.^^ Only if one believes this can one avoid the con- 
clusion that by permitting her currency to decline Britain at least made the 
best of a deteriorating position.^^ The hoarding panic and spread of eco- 
nomic nationalism had been going on before that and promised to con- 
tinue. There is little basis for the belief that world recovery would soon 
have come had sterling not fallen. The only alternative to leaving gold, 
for Britain, was deflation, protracted and intensified by stern govern- 
ment policies to preserve the pound, and this too would have helped 
force gold prices farther down. The world^s experience since 1929 has 
shown that measures necessary to preserve stable currencies and to per- 

See Marchal, of. cit., pp. 277-825 Benham, British Monetary Policyj pp. 49-65. Some 
of the criticisms offered by these writers, among" others, deserve but brief mention. One 
cannot, as do many, blame the fall of sterling both for foreign deflation and for the 
decline in the real value of that part of British income from foreign investments which 
was fixed in terms of sterling. To the extent that the latter occurred, it would have been 
because a shilling could now buy less foreign goods than before} i.e., to that extent the 
decline of the pound could not have forced down gold (British import) prices. In fact, 
the real value of the fixed income from abroad did not decline notably as a net result, 
because its transfer was facilitated, and because import prices did fall. It w'as also fre- 
quently predicted that default in time of peace” would witick the financial prestige 
of London, Surely the experience of 1925-31 demonstrated that clinging precariously 
to an overvalued currency by maintaining continually high interest rates is not particularly 
conducive to such prestige either. The willingness of foreign funds to take refuge in Lon- 
don did not hinge simply upon the $4.86 value. 

It must be conceded, however, that such a view is possible if one also happens to believe, 
as does Benham, that . a wider knowledge of certain economic truths would un- 
questionably have prevented the great depression.” British Monetary Policy ^ P* 7 ^* 

See Milton Gilbert, Currency Defreciation^ p. 56. 
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petuate maladjustments between internal and world prices have often 
disrupted world trade more than devduations could possibly have done.^^ 

While Britain's abandoning gold forced such adjustments upon other 
countries — adjustments prevented oy their own stubborn adherence to 
gold — nevertheless, the elimination of her own maladjustments was a 
definite stimulus to recovery. For the end of sterling overvaluation of- 
fered a positive contribution by making possible British and hence world 
reflation. The importance of this income effect of currency depreciation, 
is indicated by the fact that after 1931 the portion of British exports 
going to paper countries increased, while the share taken by gold coun- 
tries declined. Although tariffs and preference were very important in 
this regard, it cannot be doubted also that the earlier recovery of buying 
power in sterling-bloc countries, while gold countries were forced more 
deeply into deflation, helped to more than offset the greater competitive 
advantage of British exports in gold than in paper markets. 

Britain’s trade policies of the 1930’s were almost uniformly illiberal. 
The Ottawa agreements, wherein general empire tariff preference was 
instituted, made British protection permanent, and effected more in- 
creases in British tariffs than reductions in the already greatly augmented 
dominion crisis duties. Preference was granted more by raising non- 
preferential duties than by lowering preferential rates. The imposition 
of colonial quotas was brazen discrimination against the increasingly 
successful Japanese competitor^ colonial consumers footed the bill. The 
trade treaties succeeded in cutting some tariffs, but they forced discrim- 
inatory concessions in favor of British goods and investors, and dis- 
criminated against foreign exporters by forcing upon them smaller quota 
shares in the British market.^^ Both preference and the treaties thus were 
a serious break in the most-favored-nation clause, the extension of which 
had once been the basis for spreading free trade throughout the world.^^ 
And they played a role consonant with Great Britain’s importance in the 
world economy in reinforcing the drift toward autarchy, trade control, 
and bilateralism. 

See Gayer, Monetary Policy and Economic Stabilization^ p. 159 j Whittlesey, Inter- 
national Monetary Issues, New York, McGraw Hill, 1937, pp. 233-36, 

See Harris, Exchange Defreciation, pp. xxiii-xxiv, 11—12, 130-33, 449—50, 467. 

Invisibles were also embraced in provisions specifically allocating* to the repayment and 
service o£ British debts some of the sterling- exchange gained by bilateral excess of sales 
to Britain. 

On the other hand, by insisting upon most-favored-nation treatment in other cases, 
Britain blocked serious attempts of the smaller countries of Europe to free trade by mutual 
tariff concessions. 
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The total results of these policie/., whereby Britain sought to expand 
her exports by negotiation and disi^nmination, were not great, on bal- 
ance. Discriminatory advantages in sV)me markets were offset by retalia- 
tion and intensified competition in otJiers. Even the relative advantages 
turned out often to be absolute handicaps on balance j in many cases, for 
example, Britain succeeded in obtaining reductions of foreign tariffs 
against her goods amounting to less than previous rises imposed in retalia- 
tion for her own tariff and empire agreementsd*^ 

The period 1932-35 showed remarkable stability at these greatly re- 
duced levels of international activity. The balance of trade averaged only 
about £275 million and ranged only from 261 to 294. Both import and 
export prices remained almost stable at their depression lows in these 
'four years, and the volume of imports recovered appreciably only in 
i934j with continued domestic recovery (see Table 24, p. 180). The much 
greater increase of export volume must be attributed, in large measure, 
to the comparatively rapid recovery of empire and other sterling area 
countries and to the trade and monetary policies which favored British 
sales to these areas. 

In contrast, 1936-38 were years of great and rapid fluctuations, mir- 
roring world boom and slump. Imports and exports both rose faster in 
1936 and 1937 than in any year since 1924, but now the former ex- 
panded much more rapidly than the latter, with the result that the pas- 
sive trade balance soared.^® The increase through 1937 was attributable 
primarily to the great rise in raw-material prices at the peak of the 
boom 5 export volume rose almost as rapidly as import, high primary 
prices being associated with a high level of foreign income available for 
purchase of British goods. Thus, while the collapse of raw material 

On the foregoing summary conclusions, see pp. 253— 56, below. 

See also the Economist: ‘^Ottawa Supplement,” Oct. 22, 1932, ‘‘Ottawa Section,” 
CXXVII (1937), 262-71, and “The Empire and the World,” CXXVII (1937), 249-505 
see the cited works, fassim^ of Schlie, Francis, Findlay 5 also Jacques Villeneuve, La Pre- 
ference imferiale', P.E.P., Refort on International Trade^ pp. 90-91, 280-955 Tasca, 
World Trading Sy stems , fassim. 

The 1935, 1936, 1937, and 1938 figures were £261, £345, £442, and £377 million, 
respectively. Even the 1938 balance, it will be noted, still exceeded 193 2—3 5 levels by some 
£100 million. Erratic flows of silver exaggerated these fluctuations. Excluding silver, the 
balance rose only from £275 million in 1935 to 431 in 1937, and declined only to 388 in 
1938. Similarly, of the £33 million improvement of the trade balance between 1934 and 
1935, fully 24 million was due to silver. These flows are entirely entrepot trade: silver 
exports for the entire period 1933—38 inclusive amounted to £130 million, and imports 
to 128.5. 

See “The Balance of Payments,” B, of TJ., CXL (1938), 230. 
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prices accounted for some improver lent of the trade balance in 1938, it 
resulted also in a far greater declir e of export than import volume, im- 
ports being further sustained by the^rearmament program. British exports 
could recover appreciably, it appears, only as a result of such a rise of 
foreign incomes and (primary) prices as would entail on balance an even 
more rapid expansion in the value of imports! 

The sharp cut in the rate of decline of Britain’s invisible incomes in 
1932 was doubtless attributable in part to the fall of sterling. Transfer to 
her was facilitated for those countries which remained on gold, and the 
earlier recovery of those which followed the pound tended likewise to 
support Britain’s receipts from them. The latter factor — ^the recovery of 
the sterling area — seems to have been the more important j as with com- 
modity exports, so with this class of income, British earnings from ster- 
ling countries were better maintained than from gold countries.-^ 

Between 1933 ^ 937 ? while Britain’s total income from oversea 

The British trade statistics show an interesting lagging relation between imports of 
raw materials and exports of manufactures. This is a natural phenomenon, augmented by 
the tendency for inventories to be accumulated in fits and starts, in anticipation of price 
changes. 

Another probable reason for this connection is that suggested in the text: increased 
British raw material imports, largely to satisfy home market industries, helped increase the 
buying power of raw material producers, who in turn bought more British goods, these 
offsetting flows of buying power being canalized by empire preference and the trade 
agreements. See Jean Gommes, La Baisse de la livre et les exportations AnglaiseSy pp. 65—82, 
fasshn. The quantum indexes for imports of raw materials and exports of manufactures 
show this relationship especially clearly. There would certainly seem to be some connec- 
tion between the year-by-year changes in imports and those one year later in exports. 

(ip50 = roo) 



Retained Imports 

Exports of 

Year 

Raw Materials 

U.K. M^frs, 

1931 

93*7 


1932 

95-7 

75.6 

1933 

104.7 

79-1 

1934 

1 12.6 

85*3 

1935 

1 13. 1 

92.3 

1936 

125.5 

94.2 

^937 ^ ^ 

Source: Annual articles in B. of T.J. 

103.7 


The relationship is, of course, rough. It is obscured by other factors, and, in any case, 
inadequately revealed by yearly figures. 

Kindersley, in Eco 7 i, Joar.y XLII (1932), 193, XLIII (1933), 199, XLV (1935)^ 
441, XL VI (1936), 657. This is indicated in an approximate fashion by Table 2^;, which 
shows that dividends distributed by British companies operating abroad, which have a 
relatively greater concentration in sterling regions, reached their low point in 1932, 
whereas those of foreign companies continued to fall in 1933. 
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investments increased by 32 percent[mcome from government loans fell 
by II percent.-^ The almost unbroken decline from 1929 to 1938 in the 
debt service by non-empire governments was almost entirely the result of 
defaults, a product of excessive borrowing, transfer difEculties, and de- 
clining local income, due largely to a shrunken foreign trade. In ad- 
dition, repatriations steadily reduced the total of British holdings of for- 
eign government bonds before 1933. However, the main repatriations 
were of greatly depreciated, defaulted issues, income from which would 
in any event have been slight or nil. 

In the case of empire government loans, defaults were scant, in no 
small measure because British commercial policy made transfer easy. In- 
come from these loans rose steadily from 1928 to 1934., as new issues 
increased the total nominal value of such British investments. However, 
the rate of return on this rising total fell persistently after 1932 (see 
Table 25), as a result of heavy refundings and conversions undertaken 
in the cheap London money market, especially by Australia.^^ After 
1934 new lending was not forthcoming to offset this falling rate of re- 
turn, and the total income dropped rapidly. In addition, empire govern- 
ment repayments during the 1933-38 period were extremely heavy. 
After 1934 they exceeded new issues, and Britain's total nominal hold- 
ings of these loans declined by £74 million (6 percent) between that year 
and 1937 as a result. So default by foreign governments, conversions 
and repayments, mainly of empire governments, and repatriations of 
both explain the 17 percent fall of interest on overseas government loans 
between its 1931 peak and 1937. 

The larger income from commercial investments followed the busi- 
ness cycle much more closely, and with particular sensitivity because of 
its heavy dependence upon the more widely fluctuating primary prices. 
But here, too, conversions, repayments, defaults, repatriations and the 
lack of new lending made for a long-run decline. Between 1933 and 1937, 
with the rapid recovery of primary prices, profits and dividends re- 
covered considerably. Leading this great advance were gold mines, which 
enjoyed great prosperity as a result of the rise in the world price of 

See Table 25 and Kindersley’s articles for most of the following. Unless otherwise noted, 
the statistical references to nominal investments in various categories are all Kindersley’s 
estimates. 

See Royal Institute, Tke Problem of International Investments pp. 31 3-- 14.. Of the 53 
Dominion government issues outstanding in December, 1930, which w'ere paying over 
4% percent, only 23 were left at the end of 1937. The number paying 4^4 percent or less 
declined only from 98 to 92, Kindersley, in Econ, Jour.y XLVIII (1938), 614. 

See Table 26 (p. 191), below. 
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Table 25 

V] 

Income from United Kingdom Overseas Investments ^ 
(£ocOyOoo) 


i92g 

1930 


1932 

^933 

^934 

^935 

1936 

^937 


I. Government loans 

A. Empire 

Income 

46.4 

46.9 

00 

48.9 

49.1 

49.1 

48 . 2 

46.4 

42.9 

42.7 

Rate % 

4.4 

4-3 

4.4 

4.4 

4*3 

4.2 

4.2 

4.2 

3*9 

3*9 

B. Non-empire 

Income 

18.2 

17.8 

17-5 

13*5 

12.0 

12.0 

12.3 

12.5 

11.7 

9.6 

Rate % 

5.2 

S.o 

5.2 

4.2 

3*6 

3*6 

3.6 

3*7 

3*5 

3*0 

C. Total 

Income 

64.6 

64.7 

65.9 

62.4 

61. 1 

61. 1 

60.5 

58.9 

54.6 

5^*3 

Rate % 

4.6 

4-5 

4.6 

4.4 

4.1 

4.1 

4.0 

4.1 

3-8 

3*7 

II. British companies 

A. Interest 

18.3 

17-5 

15-5 

13*5 

12.5 

13*1 

14.0 

13.6 

13*5 

12. 1 

Rate % 

4.7 

4.5 

3*9 

3*5 

3.2 

3*4 

3*6 

3*6 

3*7 

3*4 

B. Dividends 

67.7 

59.0 

33*3 

29.0 

29.5 

32.4 

00 

43*4 

57*9 

57*5 

Rate % 

8.4 

7-1 

4.1 

3.6^ 

3*6 

3*9 

4.5 

5.2 

6.8 

6.7 

III. Foreign com- 
panies 

A. Interest 

19.7 

19.3 

18.2 

17.1 

14.7 

13.8 

13*7 

13*4 

12.8 

1 1.4 

Rate % 

4.9 

4.9 

4*7 

4.6 

4.2 

4.1 

4.2 

4.1 

3*9 

3-7 

B. Dividends 

42.0 

31*7 

22.7 

22.1 

20.5 

26.0 

29.7 

35*1 

37-8 

31.6 

Rate % 

9.6 

8.1 

6.0 

6.4 

5*9 

7*4 

8.0 

9*3 

9-7 

8.4 

Unquoted investment 

Income 

18.5 

16.8 

13.2 

12.3 

11.4 

12.8 

15.9 

19.6 

21. 1 

20.0 


Total income 230.9 209.0 168.7 156.4 149.7 159.2 171.6 184.0 197.7 184.9 
® Source: Kindersley, annual articles in the Economic Journal, 

gold. They alone accounted for more than 50 percent of the increase 
between 1933 and 1936 in British income from all quoted commercial 
investments (Group II and III, Table 25).-^ British investments in 
and income from copper, lead, oil, rubber, and tin also expanded greatly. 
Improved exchange positions of South American countries released ar- 
rears of preferred stock dividends, and transfer problems dwindled. In 
1938 exchange difficulties again occurred, and, along with the Spanish 
and Chinese wars and the Mexican oil expropriations, again reduced these 
earnings. Interest income- from commercial investments, meanwhile, re- 
mained stable. Its failure to recover is explained by defaults, exchange 

Kindersley, in Econ, Jour.y XLVII (1937), 649, 6555 XLVI (1936), 656. 
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restrictions, conversion operations, and by particularly heavy repayments 
and repatriations of foreign company bonds. 

Even cyclical recovery could not :^'estore Britain’s income from over- 
seas investments to 1929 levels. Here''ve see the result, in part, of a long- 
run decline in the world’s effective need for British capital, and a parallel 
decline in Britain’s ability to maintain, let alone add to, her foreign in- 
vestments. 

Long-Term Lending 

Under stress of depression and the necessity for defending sterling 
before and after the departure from gold, the government re-established 
its control over new foreign issues — a control which soon became a con- 
sistent part of the newly evolving pattern of British economic policy. The 
first aim was support of sterling j hence relaxation of the embargo was 
used as an inducement to foreign countries to tie their currencies to the 
pound. A second aim was to foster British exports and to reward coun- 
tries which offered special concessions to British goods. An added con- 
sideration was that domestic producers should have a prior claim on 
available capital, with empire producers next. Political-diplomatic factors, 
it was openly admitted, would also be considered in granting or with- 
holding permission. 

The first major step was a request by the Chancellor of the Exchequer, 
in June, 1932, for a complete cessation of new issues, pending the great 
government debt conversion. Two months later this embargo was re- 
laxed in favor of domestic and empire conversions, and after October it 
applied only to non-empire new issues. In July, 1934, the chancellor 
announced that sterling area country loans would henceforth be exempt, 
if their purpose was to acquire sterling reserves or if they would increase 
British exports. With the appointment, in April, 1936, of the Foreign 
Transactions Advisory Committee to co-operate with the Treasury and 
the Bank of England in controlling new issues along these lines, the basis 
for a settled policy seemed to have been laid down. In recent years, 
moreover, attempts have been made to plug up other possible outlets for 
long-term capital. However, the purchase abroad of new issues, or of ex- 
isting securities, by individuals^ and the right of anyone to turn sterling 
into foreign currency, for whatever purpose, remained uncontrolled.-^^ 

Stewart, “Great Britain’s Foreign Loan Policy,” Economica, n.s., V (1938), 45-60, 
and “Instruments of British Policy in the Sterling Area,” Pol. Sc. g>., LII (1937), 184-90J 
B.I.S., Eighth Annual Refort (1938), p. 695 Royal Institute, The Problem of Inter- 
national Investment^ pp. 77-81, 1345 “British Capital Abroad,” Economist^ CXXIX 

(1937), 365. 
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With world recovery, the embarj ,0 must have had an appreciable ef- 
fect. Just as temporary trade mea§ares adopted under stress of depres- 
sion came at that time under incre’asing fire, with the end of the emer- 
gency and the increasingly evident need for longer range planning, so it 
was urged that the London new issue market be freed in order to make 
its contribution to a revival of international trade.-'^ Needy debtors 
might thus have obtained more capital, and a reawakening Wall Street 
less. But there was no such basic reconsideration, and war brought the 
need for more, rather than less, control. 

The expanded operations of the Export Credits Guarantee Depart- 
ment were in keeping with these trends. The legal ceiling on the amount 
of guarantees which it might have outstanding at any time was raised 
twice from the original £25,000,000, reaching £75,000,000 in 1938, and 
intermediate and even long-term guarantees were offered. The year-to- 
year increases in the total of these outstanding loans, amounting to S-iO 
millions on the average in the period 1933-38,^^ were a poor substitute 
for the free long-term lending of an earlier era. In 1939 the department 
was used widely as a political warfare fund, guarantees being undertaken 
in loans to potential allies, Poland and Greece.-® Thus, as elsewhere 
“peace-time” policies of the thirties were adapted gracefully to the needs 
of war. 

The period 1931-38 was one of uninterruptedly low new capital is- 
sues. The annual average of £33 million (conversion and refunding 
issues excluded) compares with 117 in the period 1924-30 (Midland 
Bank), and the figures are uniformly low throughout. Non-empire issues 
declined by no less than 91.8 percent (annual averages) between 1924-29 
and 1932-38, and empire issues by 61.O percent. The low British interest 
rates were meaningless for most of her potential borrowers.^® 

Of the few non-empire issues permitted, the majority had some special 
justification. In 1933 there was a British government-guaranteed 4.5 
million “loan” to Austria, funding the “short-term” credit granted that 
country by the Bank of England in the summer of 1931 and a £i million 
loan to the Danish government for construction of a bridge by a British 
company. In 1937 a £5 million issue was permitted the Belgian govern- 
ment to bolster the belga. Private non-empire issues were very small 

^^For example, P.E.P., Refort on International Trade^ pp. 182-85; Stewart, ‘‘Great 
Britain’s Foreig-n Loan Policy,” Economica^ n.s., V (1938), 59-60. 

28 Figures in Ninth Annual Refort (1939), p. 86. 

Tasca, World Trading Systems^ pp. i33”35> of T.J., CXLIII (1939), 94, 224, 
®®See Economist: “New Capital in 1935,” CXXI (i93s)> 1305-^^5 “Borrowers in the 
Boom ” CXXV (i93^)» 625-26. 
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throughout — one to three millions annually in the recovery years. 

Empire issues held up considerably better, not only because of British 
policy, but also because of the default-free record of their governments, 
their earlier recovery, and their ricS* gold mines. Empire government 
borrowing fell off considerably after I933~34) gold exports and re- 
covery brought them increased financial self-sufficiency. But private is- 
sues recovered substantially in 1934 and were relatively large thereafter^ 
their average of £21 million in the years 1934-37 compares with £33 
million in 1928. Of these, gold-mining securities predominated, espe- 
cially at the start, but copper and tin mines also took a growing share, 
and other Industries as well, particularly with the spread of prosperity 
in South Africa, Rhodesia, and Australia.^^ 

Meanwhile, with rising raw material prices, gold exports, and a 
strengthening of their balance-of-payments positions, British debtor coun- 
tries (particularly the dominion governments) began to use accumulat- 
ing London balances to redeem large amounts of their sterling debt. 
Many of these repayments were apparent only, being made out of the 
proceeds of refunding issues in London, induced by cheap money there. 
A comparison of the Midland Bank’s new Issue figures with those of 
Kindersley, which include refundings (see Table 26), indicates how 
large such issues were after 1932, I.e., after the coming of cheap long- 
term money rates.^^ But the volume of real net repayments alone was 
very large. Thus, as Table 26 shows, in 1932, 1935, 1936, 1937, and 
1938, total repayments exceeded the total of refundings and new issues, 
a phenomenon almost without precedent. 

Empire governments participated to a particularly great extent in all 
these operations. In the years 1932, 1933, and 1934 they floated nu- 
merous conversion and refunding issues, to take advantage of the ex- 
tremely low London rates of interest.^^ In the following years, however, 
these governments made extremely heavy real redemptions, their gross 
repayments reaching the unprecedented peak of £77 million in 1936. 
Heaviest repayments were made by Australia, the Union of South 

See p. iSzn.j above. 

Even this understates the actual amount, since Kindersley’s figures also deduct estimated 
foreign subscriptions to the issues. See Royal Institute, The Problem of Intermtional In- 
vestment, p. 314. 

Kindersley, in Econ, Jour., XLII (1932), 181. Taking 1932 and 1933 together, empire 
government * ‘repayments’’ of £65.4 million (Table 26) were associated with a rise of 
£43 million in total nominal British investment in these loans (Kindersley). Since new 
issues, excluding refundings, were £50.6 million (Midland Bank), the remaining dis- 
crepancy suggests refunding issues of no less than £58 million in these two years. 
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Tabl I 26 


New Capital Issues in the United 'vingdom and Offsetting Repayments, 

1929-38 ® 



New Issues 

(£ 

000,000) 

Repayments 



Year 

Midland 
Bank ^ 

Kinders- 
ley ® 

GOVERNMENT 

E mfire N on-emfire 

commercial' 

British Foreign 

Companies Com fames 

1 

Total 

Refay^ 

ments 

1929 

94.3 

96.0 

20.3 

lO.I 

8.5 

9.6 

+8.5 

1930 

108.8 

9*8.0 

9.8 

9.8 

9.6 

9«7 

38.9 

1931 

46.1 

41.0 

5-5 

10.7 

4.9 

5.6 

26.8 

1932 

29.2 

37*0 

26.8 

12.9 

4.8 

3*6 

48.0 

1933 

37-8 

83.0 

38.6 

10.8 

7.8 

9.6 

66.8 

1934 

+34 

63.0 

15.0 

8.1 

13-3 

5-5 

42.0 

1935 

20.9 

51.0 

45-7 

10.5 

12.4 

12.5 

8V.1 

1936 

26.4 

61.0 

77.1 

10.4 

12.5 

6.5 

106.5 

1937 

32.1 

60.0 

20.9 

6.8 

24.5 

9-3 

61.5 

1938 

25.4 

29.0 

15.5 

5-9 

10.9 

6.9 

39*2 


® Sources: Midland Bk. Mo. Rev.^ and Kindersley, annual articles in Economic Journal. 
^ Excluding refundings and conversion issues. 

® Includes refundings, excludes conversions and estimated foreign subscriptions. 

Africa, and India.^^ In these years, therefore, total British holdings of 
empire government securities fell precipitately. 

The same things happened to a lesser extent in the case of nomempire 
government and various commercial bonds, although these debtors were 
less able to refund or to convert in London. In the years i933-“3S5 inclu- 
sive, however, the nominal total of British investments in such loans in- 
creased, despite the fact that repayments went on undiminished. The 
explanation for this discrepancy is to be found in heavy ^^new issues,” 
which were actually fundings of unpaid accruals of interest and sinking- 
fund credits due Britain, ^^funded” because the British had no alterna- 
tive. With these “loans” excluded, it becomes clear that the total value 
of British investments of this category declined approximately by the 
amount of these regular repayments.^^ 

There remain the very important dealings in existing securities, Brit- 

Kindersley, in Econ. Jour., XLVII (1937), 645—46, 661. 

The total of such fundings from 1930 on was estimated by Kindersley in 1938 at 
£32.5 million. XLVIII (1938), 611, 618 j see also XLV (1935), 4435 XLVII (1937), 
646. 
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ish participation in foreign issues, pd direct investments, our estimates 
of which, it may be repeated, are pffered only as being faintly illumi- 
nating, nothing more.^^‘ In 1932 and 1933 the British appear to have 
gone on selling securities, on balanc^^, although receipts were low (our 
estimates are £10 million annually) because of diminished sales and 
shrunken market values.^'^ The major sales seem to have been of foreign 
company securities and unquoted American investments — the latter stimu- 
lated in 1932 by the depreciated pound, in 1933 by the uncertainties con- 
cerning the dollar. The year 1933 seems also to have witnessed some 
repatriation of greatly depreciated foreign government bonds.^® 

Although government control and distrust of new foreign securities 
kept down Britain’s foreign lending through the London new issue 
market, they did not prevent very substantial purchases of outstanding 
foreign securities in a recovering world. In addition, direct investments 
were made abroad, behind foreign tariff barriers. Particularly important 
was the capital flow to the United States, after the dollar was stabilized 
and Wall Street began to revive, a flow beginning in 1934 and reaching 

See Appendix, especially Table 31, below. 

The direct investments made in Britain behind her tariff provided an additional capital 
inflow. The annual Board of Trade Surveys of Industrial Development show that from 
1932 through 1938, inclusive, 284. new foreign (or foreign-assisted) factories opened in 
Britain. The 224 set up in the period 1932 through 1935 employed a total of 14,200 
people at the end of their respective years of opening. Since the board, in its annual balance- 
of-payments articles, estimates that outpayments on income from foreign investments within 
Britain rose only from £10 million in 1933 to 15 in 1937, the year-to-year increases in 
these investments could not have been very great in relation to other forms of capital move- 
ment. 

In 1932: {a) British holdings of foreign company securities declined by £41 million, 
and although the greater part was the result of drastic writing down of capital values, 
some small part must have been the result of liquidation. Repayments were only £3.6 
million. (^) Kindersley estimates a fall of £5 million in unquoted investments. See also 
B.I.S., Third Annual Report (1933), p- 125 The Canadian Balance of International Pay- 
ments y p. 23. 

In 1933 : {a) An unexplained fall of £15 million in holdings of foreign company bonds 
was due partly to conversions of bonds into stocks, but partly also to repatriations. 
(^) Kindersley estimates a fall of £5 million of unquoted investments, mainly due to 
British withdrawals from America during the banking crisis and the period of uncer- 
tainty over the dollar, (c) An offset to these receipts was a repurchase of £6.5 million of 
American-held shares in the British Boots Pure Drug Co. Deducting the effects of new 
issues and repayments from the changing total of Britain's foreign investments gives a 
balance of payments debit of £to million in 1933 instead of the credit which we have 
estimated, (See Table 31.) However, this net rise of the investment total (i.e., a debit) 
includes £i 5—20 million of issues refunding unpaid interest and sinking fund payments on- 
foreign government bonds, and involving no actual cash transfer. In subsequent years also 
these ‘loans” continue to cause the original estimates of capital outflow to be overstated. 
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large proportions in 1935 and 1936. There were offsets to this flow, par- 
ticularly in 19363 foreign nationals continued to repatriate their com- 
mercial securities, and empire governments used accumulating internal 
taxes and sterling balances to buy up external debt, besides making the 
heavy formal repayments noted elsewhere. Thus, despite increased abso- 
lute capital outflow in 1936, the net outflow was greatly reduced. On bal- 
ance, it is estimated that, on these accounts, Britain exported capital to the 
extent of £15, £70, and £20 million in 1934, 1935, and 1936, respec- 
tively.^® 

In 1937 and to a greater extent in 1938 the net movement seems again 
to have turned inward, with the collapse of world prosperity. The evi- 
dence is scanty, but what little there is tends to corroborate the showing 
of Table 31 (p. 298) that there were net sales, slight in 1937, heavier in 

In 1934: (<3) Again a slight credit should be recorded as a result of continued sales to 
foreigners of their governments’ sterling debts, and (b} another of uncertain amount from 
foreign purchases of British-held South African gold mine shares, (c) On the other hand, 
there occurred both increased purchases of American and other listed foreign securities, 
and a rise of £20 million in the total of unquoted investments. Our net estimate is, if any- 
thing, probably too low. 

In 1935: (a) The residual increase of £104 million in total foreign investment (see 
Table 31) is overstated by continued fictional non-empire government issues (funding 
arrears and defaults). Nominal investments in all other quoted securities rose 33 millions, 
approximately, net of new issues and repayments. Since appreciation of nominal capital 
values was probably fairly small, most of this must have represented actual capital outflow. 
(b) In addition, unquoted investments show a rise of 50 millions, a capital £ow mostly 
to America, where the inflow of British capital in these forms was ofilcially estimated at 
218 million dollars, or about 44 millions, sterling. U.S. Treasury Dept., Bulletin, Feb., 
1942, p. 63. (c) An additional £5 million were involved in repurchase of British shares 
in General Electric and other companies. 

In 1936: (a) The U.S. Treasury Department (ibid,) records an inflow of British capital, 
on account of transactions in securities, of $266 million, or about 53 millions sterling. This 
corresponds to Kindersley’s rise of 50 millions, for unquoted investments. However, the 
nominal value of total British foreign investments in 1936 fell by £24 million. Since 
repayments exceeded new issues by £46 million, dealings in existing securities and capital 
write-ups could account on balance for an increase of only £22, and perhaps even less, 
since a small part of that increase seems to have been the effect, as in previous years, of 
non-empire government issues refunding unpaid arrears. Thus there must have been heavy 
sales of holdings elsewhere (capital depreciation being an unlikely explanation) amount- 
ing almost to £30 million, (b) There probably were considerable sales of commercial in- 
vestments, particularly of British companies, as is indicated by the fall of nominal invest- 
ment therein despite an excess of new commercial issues over repayments. Reviving debtor 
countries were perhaps buying out British interests operating within their borders, (c) Even 
larger were the repatriations of empire government securities. Kindersley’s figures show 
a regular fall after 1934 in the percentage of outstanding empire government and munici- 
pality sterling issues held by Englishmen. The dominions were replacing sterling loans 
with domestic issues. 
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19385 of government and commercial securities, our balance of payments 

estimates are £10 and 30 million, respectively.^® 

The foregoing data permit the following very rough summary of Brit- 
ain's long-term capital account since ji 929. From 1930 through 1933 net 
long-term capital movements, taking into account repayments, new issues, 
and dealings in existing securities, were approximately zero on the average, 
varying from an outflow of perhaps 20 millions in 1930 (on account of 
the relatively high level of new issues) to an approximately equal inflow 
in 1932, under the influence of repayments, depression, government em- 
bargo, and net sales of existing securities. What new issues there were in 
this period were almost entirely for empire governments. The major 
sales of existing securities were repatriations of non-empire government 
debt by their respective nationals and sales of foreign company securi- 
ties and unquoted investments, largely American. Real repayments of 
debt, i.e., excluding the many repayments made through refunding is- 
sues, were comparatively small. 

In the period 1934-36 and probably in the early part of 1937, a re- 
viving world brought considerable outflows of British capital in the form 
of direct investments behind foreign tariffs and heavy purchases of Amer- 
ican securities. At the same time, however, new issues, held down by 
government control (and despite a considerable rise of empire mining 
issues), failed, except in 1934, to keep anywhere near the vastly increased 
volume of real repayments, the latter mainly by empire governments. In 
1934 and 1935 the net flow was outward, but only, perhaps, by £30 to 
£40 million annually, and in 1936 unprecedented repayments and, appar- 
ently, considerable repatriations of foreign debt caused a net capital in- 
flow for the year. This net inflow continued in 1937 and 1938. Smaller 
repayments still exceeded new issues 5 in addition, world recession 
brought a return of British capital by sales of existing investments, while 
the heavy outflow to the United States ceased. 

The period 1930-38 as a whole offers a marked contrast to what the 

(a) The British-owned portion of empire governments’ sterling debt (Kindersley) de- 
clined from 90.1 in 1936 to 88.7 and 88.0 percent in 1937 and 1938, respectively. (^) In 
1937 holdings of non-empire government bonds fell by £5 million> although new issues and 
repayments almost balance out. There would seem to have been even larger repatriations 
in 1938, when nominal investment declined by >£19 million, while repayments were only 
£6 million. The estimated portion of these outstanding securities in British hands declined 
from 60.2 percent in 1936 to 58.2 in 1937 and 57.5 in 1938. (c) In 1938, there was also 
an extremely large fall, over and above repayments, in holdings of foreign company 
securities. Since nominal changes in capital value could scarcely have occurred so rapidly, 
it is believed that most of this change represents actual sales due to world depression. 
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British had for decades come to accept as normal. Net capital outflows, 
even in the best years, were small. For the period as a whole it would 
seem that Great Britain failed entirely to increase her foreign invest- 
ments. If anything, they seem to have been decreased.*^^ 

Gold, Short-Term Capital Movements, Monetary Policy, 

AND THE Problems of Equilibrium 

The British balance of payments after 1931 is dominated by huge net 
movements of gold and roughly equivalent flows of short-term capitaL^^ 
The monetary authorities were preoccupied throughout with controlling 
the fluctuations in sterling which these flows induced and managing their 
great potential effects upon the internal economy.^^ 

Late 1931 and 1932 witnessed the beginning of a concomitant inflow 
of gold and short-term capital which became extremely great in subse- 
quent years. First there was the return of funds which had just departed 
so precipitately. Conservative fiscal and monetary policies immediately 
following the departure from gold allayed fears of inflation and brought 
a return of confidence. As Britain cut herself off from the world^s deep- 
ening depression, this confidence grew, and the inflow continued. Sec- 
ond, and continuing longer, was the accumulation of London balances by 
sterling area countries. This was made possible by the improvement of 
their balances of payments, initially by greatly increased gold sales (espe- 
cially in the earlier stages, by India) Thus the pound recovered sub- 

And, it would seem, not only in quantity but in quality as well did the investments de- 
cline. Apart from repatriations of defaulted non-empire government debt, the heaviest 
repayments were by the most solvent and credit-worthy debtors. Kindersley, in Econ. Jour.^ 
XLVII (1937), 66 i -”62. 

The latter doubtless constitute the major part of the balance-of-payments residual, the 
fluctuations of which, taken with the available specific data of short-term movements, cor- 
respond very closely with those of gold. 

Most of the following description of gold and short-term capital movements is derived 
from the following sources: the Annual Reports of the B.I.S.j Paish’s cited articles in Fro- 
nomka, n.s., 11 (1935), 61-74, III (1936), (^937)» 343'"4-9) ‘Twenty 

Years of the Floating Debt,” Economka, n.s., VI (1939), 243*-'69 5 Brown, The Int. Gold 
Standby IIj the Economist; and other sources cited below. The reader should also follow 
the movements in Table 13 (p. 126), above. 

Indian gold was usually sold against gold currencies, and the proceeds turned into 
sterling. See “The Indian Gold Exports,” Midland Bk. Mo, Rev,^ Jan.—Feb., 1932, 
pp. 4—6. South Africa, however, kept only a limited part of the proceeds of its sales in 
sterling. Third Annual Report^ pp. 7— Sj Eighth Annual Report, pp. 23, 42. See 

also A. S. J. Baster, “A Note on the Sterling Area,” Econ, Jour., XLVII (1937), 568-74^ 
'Stewart, “Instrnments of British Policy in the Sterling Area,” Boh Sc , Q,j LII (1937), 
194—200. 



196 ADJUSTMENTS OF POLICY, 1932-39 

stantially in the first months of 1932. Moreover, the Bank of England 
was able, in May and June, to acquire £15 million of gold (old valua- 
tion), and in addition sufficient foreign exchange for the Bank itself and 
the Treasury to repay easily their fdreign debts incurred in 1931.^^ 

The inflow of funds in 1932, however, far exceeded any net gains of 
gold,^® and the value of sterling fell heavily from April to December. 
One reason was that the current balance was negative by £51 million, 
largely because of the lump sum of £29 million in gold paid to the 
United States in war debts at the end of the year. There were also the re- 
payments, during the first half of the year, of the 1931 American and 
French credits extended in support of sterling. The first installment of 
this repayment, late in 1931, was likewise made by the sale of £15 million 
(nominal value) of gold. 

As the sterling areas recovered, while gold countries suffered further 
deflation, it became more and more apparent that the currencies of the 
former were far stronger than those of the latter. Increasingly, there- 
fore, after 1932, funds fleeing gold countries in quest of security were 
added to the inflow of sterling area reserves. In 1933 the flood descended, 
with the American banking crisis, the flight from the dollar, and a series 
of flights from the franc, the first following the failure of the London 
conference. Thus, by the close of 1933 the total of foreign short-term 
funds in London had probably recovered to 1930 levels, and in this 
one year the British authorities gained perhaps £200 million of gold on 
balance. 

The year 1934 was exceptional, for it seems to have been characterized 
by heavy short-term capital withdrawals and gold losses. The pound was 
weak almost from beginning to end. Dollar stabilization and recovery in 
the United States and renewed confidence in the determination of gold 
bloc countries to adhere to gold, caused funds to flow steadily back to 

Economist^ CXIV (1932), 229, 507 j testimony of O. M. W. Sprague, U.S. House Comm, 
on Banking and Currency, on bill “To establish the Federal Monetary Authority,’* 1934, 
p. 320. 

England was no longer on a gold standard. An increased demand for pounds no longer 
necessitated equivalent gold inflows unless, and until, sterling appreciated to the old gold 
parity, where the Bank of England’s continued legal obligation to buy gold at the old rate 
would become effective. Below that point, the tie of gold to short-term credit inflows 
consisted in the desire of the British authorities to stabilize sterling. To prevent a rise 
they might offer the desired pounds for gold currencies (which they fairly regularly con- 
verted into gold), or purchase gold in the gold market. Similarly, gold would be lost only 
if the authorities chose to prevent a decline of sterling, by offering gold currencies or selling 
gold in the gold market. See pp. 199—203, below. 

Fj 3 urth Annual Refort^ pp. 28—29. 
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these countries. South Africa, never fully on a sterling standard, decided 
to retain her gold and used up her sterling to meet balance-of-payments 
deficiencies. Other empire countries seem in general to have suffered a 
weakening of their balances of payments in competition with an under- 
valued dollar, and in the face of progressive shrinkage of their non- 
empire markets by trade and exchange controls.^^ Official British hold- 
ings of gold as a result were considerably reduced in 1934, to support a 
pound weakened by these various outflows of short-term credits. For the 
most part this gold, bought with sterling, was never exported. On the 
contrary, whereas official holdings appear to have declined by more than 
£100 million, physically England imported no less than £134 million, 
on balance. The difference of almost £250 million represents enormously 
increased foreign gold holdings in London.^^ 

The heavy inflows of short-term capital and the equivalent increase in 
official gold holdings resumed in 1935, soon offset the 1934 losses and 
continued in 1936 and 1937. Improving sterling area balances of pay- 
ments, extreme distrust of gold bloc currencies, with exchange crises, de- 
valuations, and flights of capital, created almost continuous necessity for 
sales of sterling for francs and gold in order to lessen the rise of the 
pound. Gold accumulations became particularly great in the first part of 
1937, because of the ^^gold scare.” This resulted from rumors that to 
prevent inflation the United States was going to reduce its gold buy- 
ing price, and led to heavy sales of foreign-owned gold for sterling and 
dollars.^^ The gold scare was transformed by the American depression 
of the latter part of the year into a ^^dollar scare,” the fear of further dol- 
lar devaluation to combat the slump. Despite the great flight from the 
dollar which resulted, British gold gains were small, the great return of 
funds into gold hoards (in expectation of its appreciation) forcing the 
Exchange Account to supply large quantities of the metal to the market. 
For the year as a whole official holdings rose by £190 million, as estimated 

B.I.S., Flft/i Annual Refort, pp. 20-21, 335 League of Nations, World Economic Sur- 
<ueyy I934.—35, pp. 29, 194-96. De Vegh’s compilations show some deterioration of empire 
balances of payments, but not of the whole sterling area. The Pound Sterling, Appendices. 
^®See Appendix, below; also Paish, “The British Exchange Equalisation Fund,’’ Eco~ 
nomica, n.s., 11 (1935), 68; Fifth Annual Refort, p. 25. 

A lower gold price meant a higher dollar, hence the very great demand for dollars, 
and the flow of gold to America in unprecedented quantities. Tlie panic wave of gold dis- 
hoarding probably cut foreign holdings of gold in London by more than half. See 
Eighth Annual Report, pp. 45—46 ; Paish, “The Exchange Equalisation Fund,” Economica, 
n.s., IV (1937), 3455 Waight, The History and Mechanism of the Exchange Equalisation 
Account, pp. 109—11. 
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in Table 13, yet export-import statistics show a net flow of gold into 
England of only £79.5 million, the reversal of the 1934 discrepancy. 
The explanation lies, of course, in the heavy net foreign dishoardings 
during the gold scare.^^ ^ 

Most of 1938 and all of 1939 represent a definite departure from the 
trends of 1932-33 and i935-“37. The new picture shows extreme weak- 
ness of the pound, periodic capital flights, a great withdrawal of short- 
term funds by British people as well as foreigners, and great consequent 
losses of gold by the Bank of England and the Exchange Account.^^ The 
first strain came with the final franc stabilization in May, 1938, which 
was followed by heavy French repatriations. The second was the autumn 
Munich crisis and the increasingly clear inevitability of war in 1939. The 
future of Great Britain itself was in doubt j only the United States and 
the dollar seemed secure. Added to these strains were the increasing 
balance-of-payments hardships of the sterling countries, hit by the de- 
cline of raw material prices after mid-1937. From mid-1937 the end 
of 1938 their London balances were reduced by fully £120 million, 
partly for these reasons, partly also because these countries, too, were 
deserting sterling for gold.^^ As a result of these irresistible forces and 
despite strong official support, shown in gold losses of no less than £275 
million in the year April i, 1938, to March 31, 1939, ^he pound was 
driven down from $5.02 in February to $4.67 in December, 1938, re- 
maining roughly stable at that level until the outbreak of war. 

Thus, at the close of the period 1932-39 Britain lost much of the gold 
and short-term balances which she had attracted during the earlier years. 
The gold in the Exchange Account and Bank of England, as officially re- 
ported (and valued at £7 per fine oz.), declined from its peak of £836 
million in March 31, 1938, to £560 million one year later. Nevertheless, 
the great inflows of the earlier years were far from undone. The Bank 
of England had started the period with gold worth only about £200 mil- 
lion (12 1 at the old official value). The balance of payments indicates 
that foreign funds in London must similarly have remained higher by 
many hundreds of millions of pounds than they were at the close of 
1931 or even before the capital flights of that year. 

Eighth Annual Report, pp. 19-20, 46, 55. 

In 1938 gold losses of roughly 200 millions compare with net physical gold exports of 
only 63 millions, indicating again a considerable increase of foreign hoarding in London. 
See B.LS., Ninth Annual Report, p. 63 5 also pp. 83—84. 

See B.LS., Ninth Annual Report, pp. 25—26, 32—33 ff., 82, 

De Vegh, The Pound Sterling, pp. 45-46, 86. 
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Britain had regained and far surpassed her net short-term debtor posi- 
tion of 1931, with all its attendant uncertainties, risks of capital flight, 
and inherent weaknesses. Her short-term liabilities were greater, her 
short-term assets (excluding gold) much decreased, with the decline of 
her international banking business.^® Her enormous gold gains were at- 
tributable solely to greatly increased short-term borrowing and were 
therefore no indication of greater basic strength.^® In the summer of 1931 
declining confidence in the pound, political uncertainty, and an extremely 
adverse current balance brought a flight of capital, a loss of gold, and 
abandonment of the gold standard. So in 1938 and 1939 war and rumors 
of war and an adverse current balance again brought capital flight, great 
gold losses, and finally strict wartime exchange control. 

There, however, the resemblance ends. In 1938 Britain possessed a 
mechanism and a policy evolved in the years after 1931 which permitted 
her to view almost with equanimity these great pressures and gold losses 
occurring as a result of factors beyond her control. 

In leaving the gold standard, Britain definitely renounced any system 
which would set currency stability above the freedom of domestic credit 
policy. Only under a thoroughgoing exchange control could these two 
be reconciled, and Britain was not ready for the complete economic regi- 
mentation which that would have entailed. However, she could not leave 
the pound free to fluctuate with the vagaries of enormous capital flows 
or the caprices of the uncontrolled speculation to which such a situation 
would give rise. Nor did she wish to permit the domestic money supply 
to run alternately hot and cold under these influences. Some sort of ex- 
change control was called for, but if the above goals were to be attained 
it would have to be a flexible and unremitting discretionary management. 
In each case a decision would have to be made as to which exchange 
fluctuations 'were undesirable and ought to be resisted, which repre- 
sented underlying tendencies that could be resisted only at the cost of 
more drastic adjustments of the internal economy. In either event, a 
method of internal credit control had to be devised to offset the influence 
of these extraneous factors. The mechanism of the Exchange Equalisa- 
tion Account (the EEA), organized in June, 1932, was such a system.*"^^ 

In general terms the function of the EEA was to prevent short-term 
nonequilibrative fluctuations of sterling, due to speculative flows of cap- 

See B.I.S., Eighth Annual Ref art, pp. 70—71. 

®®See ‘^Britain’s Gold Holdings,^’ Economist^ CXXX (1938), 71-72, 

See the cited works of Waight, Hall, and F. W. Paish. 
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ital, by buying and selling foreign exchange in the open market. Sterling 
was to be kept at the value consistent with long-run balance-of-payments 
equilibrium. By the same token the EEA was not to resist long-run equi- 
librative movements of the exchan^^ — i.e., in response to relative price 
levels, to the demand and supply of exchange for trade, services, or long- 
term capital transfers.^^ In addition the domestic money system was to 
be shielded from the consequences of these external factors. These un- 
stable foreign credits were not to be absorbed into the money structure on 
coming in or to cause internal contraction on their departure. 

The system evolved accomplished both internal and external offsetting 
simultaneously. The Account’s resources consisted initially of Treasury 
bills. In case of an inflow of foreign capital it sold its bills for sterling, 
with which it bought the foreign currencies offered, turning them into 
gold. In case of outflow it sold its gold for foreign currencies, offered the 
latter for sterling, which it converted again into Treasury bills. The ex- 
change effect was thus offset by its supplying the deficiency of pounds 
or foreign exchange to the open market. The internal effect was offset, 
essentially, by providing the influx of foreign lenders with bills in which 
to invest, and taking the bills back from them when they withdrew. The 
alternate sales and purchases of Treasury bills had the effect of open- 
market operations, taking off the market the net increase of deposits 
(provided by it to foreigners), or putting back in the market the funds 
withdrawn when the (foreign-owned) deposits were resold to it. The 
gold neither entered the money system nor came out of it, being merely 
hoarded by the Account, except in so far as it was sold to the Bank of 
England with conscious intent to increase the credit base,^^ 

In practice the problems and methods were far less simple. The day- 
to-day decisions as to which exchange fluctuations ought and which ought 

Noel F. Hall’s statement of the criteria by which the EEA could be guided ( The Ex- 
change Equalisation Account^ pp. 4-5) intimates that an equilibrating inflow of short-term 
credits, tiding over balance-of-payments disequilibrium (sterling overvaluation in this 
case) should not be offset, i.e., should be permitted to maintain the exchange value of 
sterling. This, it is submitted, is an error. It would be as much a mistake for the Account 
to permit sterling to be maintained at an overvalued level by attraction of short-term 
capital, as to permit it to be raised to an overvalued level by an inflow of independent 
short-term credits. 

After the fall of the franc, in 1936, direct purchases and sales on the London gold 
market took the place of dealings in foreign exchange as the instrument of exchange 
stabilization. The way in which this operated is described by F. Lutz, **A Note on Gold 
Movements in the Present International Monetary System,” Rev. Econ. Studies^ V (1937), 
66—69; s®® Eobertson, ^‘British Monetary Policy,” Lloyd^s Bk. Ltd. Mo. Rev.^ n.s., 
X (I 939 )> 
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not to be resisted required the exercise of discretion. The problems of 
internal offsetting were even more complex. When the EEA’s Treasury 
bill transactions were with banks, the above-described offsetting opera- 
tions were not technically accurate.^^ In the case of a capital inflow, for 
example, the sale of bills by the EEA, to obtain the needed sterling, 
equalized the effect of capital inflow on bank reserves, but effected no 
equivalent offsetting extinction of deposits. The net result was hence 
an increase of ( foreign-owned) deposits, unchanged reserves, a decline 
of the cash ratio, and hence deflationary pressure. So in the case of a 
capital outflow, there was often a tendency to an inflationary rise in cash 
ratios, when the purchase of bills from the banks restored their reserves, 
but failed to create a deposit equivalent to the decrease created by for- 
eign withdrawals. Simple offsetting thus tended in each case to go too 
far. In so far as foreign funds were hoarded in British bank notes these 
effects of simple offsetting were far more serious. In the case of a capital 
inflow, regular offsetting produced an absolute decline in bank reserves, 
there being no initial increase of (foreign-owned) deposits, or reserves, 
with a deflationary effect therefore ten times that of a mere fall of cash 
ratios. And in the case of capital outflow, offsetting thus produced an 
inflationary effect ten times as great.®^ 

No cut and dried procedures could be followed. For these deficiencies 
of offsetting additional instruments had to be devised to fit the circum- 
stances. To prevent the inflationary consequences of full primary offset- 
ting, for example, the EEA might simply permit its sterling receipts 
to accumulate in Public Deposits at the Bank of England, rather than 
turn them all into bills. The extent of offsetting varied with the circum- 
stances. The actual decisions were not made in a vacuum, but were influ- 

“Technically accurate” offsettings is taken to consist in keeping the volume of bank 
deposits and reserves stable. Such variables as differential rates of turnover of foreign and 
domestically owned deposits, not to mention changing cyclical influences all, of course, 
complicated real offsetting. 

See the Economist: “The Mechanism of Exchange Funds,” CXXV (193^)5 ^>8— 69, 216, 
“The Exchange Equalisation Account,” CXXVIII (i937)> 22—23 ; Waight, The Exchange 
Equalisation Account^ pp. 46— 47, 53—62, 70—71, 125 j W. A. Brown, The Int, Gold Stand, ^ 
11, 1 119—26. 

It seems nowhere to be stated precisely why this effect of offsetting is inflationary or 
deflationary, if it merely induces banks to restore their cash ratios by increasing or reducing 
deposits to their previous total. (This is apart from the much clearer case of hoarding of 
bank notes.) The explanation would seem to be the more limited and perhaps slower 
circulation of foreign-owned deposits j an increase of these at the expense of domestic (with 
capital inflow) is therefore deflationary, a relative decrease inflationary. The volume of 
credit extended at home is definitely altered in each case. 
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enced by all other relevant considerations, such as the nature of the 
capital flows and the tenor of domestic business conditions. Thus, an off- 
setting purchase of Treasury bills by the Account might, by reducing the 
supply of bills available to the ban|cs for secondary reserve, have seri- 
ous deflationary effects. This dilemma arose in acute form with the heavy 
and rapid French repatriations in 1938 and called for still other ex- 
pedients.®- This increased flexibility characterized the operations of the 
Bank of England as well. Gold purchases from the EEA were used to 
reduce the fiduciary issue, leaving a possibility of future increase in case 
of emergency, and permitting expansion of note circulation with domestic 
revival and increased foreign hoarding. Statutory authority was more 
readily asked for and given to raise the limits a large rise was granted 
in January, 1939, to permit gold transfers to the EEA for defense of 
sterling.®^ 

Perhaps the most important underlying consideration behind the op- 
erations of the EEA was the cheap money policy and the prevention of a 
rise in sterling which would threaten that policy. The Account was cre- 
ated at a time when the government and the Bank of England were em- 
barking upon a regime of cheap money. The appreciation of the pound 
from its low point at the close of 1931 had caused the earlier feeling of 
relief that inflation was to be avoided to change to one of alarm lest cheap 
money and the chances of Internal recovery be endangered. A new over- 
valuation, it was reasoned, could only be followed by another flight of 
capital and another resultant enforced return of high domestic money 
rates.®^ The Bank of England thus bought foreign exchange heavily to 
offset this rise. The EEA was supposed to continue this type of opera- 
tion. Since its main assets at the outset were in sterling, it was equipped 
only to prevent a rise of the pound, scarcely a decline. When the pound 
began to fall after April, 1932, the Account was evidently able to do 
little to prevent it.®^ Throughout 1933 and 1934, while the Fund com- 

For example, the EEA purchased the required bills directly from the Bank of England, 
the latter in turn accomplishing the actual offsetting by purchase of government bonds in 
the open market. See Waight, of, cit,^ pp. 64—73, 77, 119-275 “Financial Policy and Busi- 
ness Confidence,^’ Midland Bk, Mo, Rev.^ Feb.— March, 1939, pp. i—s. 

The Bank converted the bills it received in return for the gold into gilt-edged securities, 
thus helping to relieve the great market shortage of bills. See “Sterling and Gold,” Econ-- 
omisty CXXXIV (1939), 76-77. 

N. F. Hall, The Exchange Equalisation Accounty pp. 34-39 j W. A. Brown, The Int, 
Gold Stand,y 11 , 1106-9, 1117— xS. 

Hall, of, cif.y pp. 39 , 45—47, 51—52; Paish, “The Exchange Equalisation Fund,” 
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batted erratic flows of short-term capital in both directions, it seems clear 
again that it tried harder to keep the pound from rising than from fall- 
ing. This was the safer course. It involved accumulating a huge gold 
reserve, by vigorously buying up "all foreign exchange offered, thus in- 
creasing the strength and liquidity of Britain’s position. As a result, by 
March-April, 1933, and again later on, its supplies of sterling were ex- 
hausted and had to be replenished by heavy gold sales to the Bank of 
England, and a statutory increase in the size of the Fund. As the dollar 
depreciated during 1933, ^he Fund seems to have purchased dollars, 
thus restraining the rise of the pound in terms of dollars sufficiently to 
hold the franc rate constant.®^ 

Nevertheless, the Exchange Account was an effective influence in the 
direction of exchange stability. The continuance of gold flows as short- 
term funds flitted in and out was the measure of its activity. It sold gold 
freely when there was a flight from the pound, the most notable case 
being in the huge outflows of 1938-39, which made necessary the return 
of £200 million of gold (£353 at market price) from the Bank to the 
Fund, in January, 1939. However, the pound was not defended blindly. 
The Account sold gold in 1938-39 only at a gradually rising price, partly 
because it recognized that the heavy recession of American prices had 
caused sterling to be overvalued. And, because of the business recession, 
the inflationary domestic effects of primary offsetting were permitted to 
remain.®^ 

The great test of Britain’s new instrument of monetary policy came 
with the enormous capital flights of 1938-39. The ease with which they 
were met, the comparatively minor effect upon the internal economy of 
the £275 million gold loss, were a token of its efficiency. By the manipu- 
lations of the EEA, sterling had become an example of something fairly 
close to the optimum combination of stability and flexibility in a wisely 
managed currency,^^ 

Economlca^ n.s., 11 (1935), 65-66, “Twenty Years o£ the Floating- Debt,” Economical 
n.s., VI (1939), 254-55. 

Thus, despite the strength o£ sterling in 1933, it was worth 86.1 francs in January and 
only 83,6 in December (yearly average 84.6). See Brown, The Ini. Gold Sland.y 11 , 
1269-79, 1289-94, 1^99 5 Hall, The Exchange EqualisaHon Account^ pp, 60, 78-83. 

See “Great Britain’s Gold,” Economist^ CXXXII (1938), 73—755 Waight, The Ex- 
change Equalisation Account, pp. 76, 1 11-12. 

®^See Waight, of. cit., pp. 66-67, 127, 1485 Kindleberger, International ShorUTerm 
Cafital Movements, pp. 227-285 Marchal, “L’ Abandon de I’etalon-or,” Rev. icon, int., 
1937, Part 3, pp. 237-48. 
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These highly important changes in Britain’s economic policy after 
1931 were in a sense attempted adjustments to the disequilibria of the 
1920’s. The confused and rapidly changing conditions of the 1930’s un- 
fortunately make it impossible to de/Eermine with any exactitude whether 
in fact they succeeded in eliminating that weakness. All the customary 
criteria are faulty. The enormously increased independent flows of short- 
term capital, occurring for causes other than balance-of-payments dis- 
equilibria, make the net changes in short-term credit position and the 
resultant fluctuations in gold movements and exchange rates untrust- 
worthy guides. Relative money-market rates are likewise no longer 
useful in view of the government’s adherence to cheap money regardless 
of the state of the balance of payments. 

All that remain are purchasing-power parities and a comparison of 
long-term capital and current balances, and these too are inadequate ex- 
cept for rough indications of the direction of year-to-year changes. Price 
parities are especially deceptive because of the greatly altered concomitant 
circumstances. Furthermore, the theory of overvaluation and undervalu- 
ation measured by purchasing power parities is based on a fundamental 
assumption of freedom of commodities to flow in international trade ac- 
cording to the dictates of price differentials. The rapid spread after 1929 
of tariffs, and particularly of quantitative trade restrictions, destroyed 
the validity of this assumption. Such discriminations against British goods 
would cause the evidence of price parities to create an erroneous appear- 
ance of undervaluation or to hide an actual overvaluation of sterlings 
the preferential reductions of empire and sterling area duties in Britain’s 
favor would have the opposite effect. 

The evidence of much more rigid British than American wages and 
export prices, In the period 1929-31, taken in conjunction with the enor- 
mous decline of Britain’s Invisible incomes, suggests that sterling was 
considerably overvalued in September, 1931, apart from the weak short- 

This was not as true in fact as it was potentially. Lowell M. Pumphrey has demonsti'ated 
that, largely because of political factors beyond its control, the EEA was not a free agent, 
but was perforce conimitted to a stable dollar-pound rate. Thus, in 19 3 3 and the first half 
of 1939, it was forced to sustain the pound — in the latter period at a rate definitely ex- 
cessive — for fear of the consequences of American retaliation. ‘^The Exchange Equaliza- 
tion Account of Great Britain, 1932-1939,” Amer. Econ. Re^v,^ XXXII (1942), 803-16. 

See Hall, T/i>e Exchange Equalisation Account^ pp. 70—78 j Harris, Exchange Defrecia-’ 
iiofiy pp. i57-“59, 435"'36 5 ^^The Pound and the Dollar,” Midland Bk, Mo, Re^a,^ Dec., 
1938— Jan., 1939, pp. 1-3 — from which studies much of the following factual data on 
parities is taken. 

“The Decline in Sterling,” Midland Bk. Mo, Nov.— Dec., 1932, p. 2. 
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term position carried over from the past. Thereafter, however, the tariff 
and the much slower internal than external depreciation of the currency 
brought an abrupt change in the opposite direction, tending to rectify 
the previous overvaluation, if not to bring about ^^absolute’’ undervalua- 
tion. The balance of payments remained weak in 1932, but from 1933 
through 1936 the rough correspondence of current and long-term capital 
balances seems to indicate an approximation to equilibrium conditions. 
Short-term capital movements seem as a result to have brought fairly 
closely corresponding movements of gold, not to have been a means of 
tiding over a weak balance of payments. 

It was an equilibrium at a greatly diminished level of international 
activity and of heavy unemployment. For some of this, British monetary 
policy may be blamed. The decline of the dollar may have kept that cur- 
rency and sterling roughly in line, but relative to the gold bloc the 
undervaluation of the pound became even greater. The deflationary pres- 
sure upon those countries increased, and to this in part may be attributed 
the intensification of trade and exchange controls from which Britain in 
turn suffered. Noel Hall argues that rising American costs would have 
justified a $5.50 pound j had the British authorities permitted this level 
to be reached, he continues, sterling would have remained stable in gold, 
and hence the intensification of gold bloc distress could have been 
avoided.'^ ^ The EE A can, nevertheless, scarcely be blamed for the con- 
tinued depression in a large portion of the world after the decline of the 
dollar. The dollar-franc rate was the one most seriously out of line, and 
this was a gold-fixed rate. Sterling did rise considerably in terms of the 
dollar, from $3.43 in March, 1933, to an average of $5.04 for 1934. Con- 
sidering the difficulties before 1932, it was not surprising that the authori- 
ties refused to permit the rate to rise more. What was needed now was 
a fall of the gold bloc currencies.'^^ 

In the years 1936-38 the balance of payments showed increasing evi- 
dence of weakness. The current account became negative in correspond- 
ence with net inflows of capital. This was certainly in part an evidence of 
equilibrating forces. The soaring raw-material prices which caused the 
deterioration of Britain’s trade balance in 1936-37 were at the same time 
making possible heavy repayments by her debtors. Again, in 1937-38, the 
American depression led both to British sales of American securities and 
to the relative fall of American export prices and imports, which con- 

The Exchange Equalisation Account, pp. 6o, 63, 80-83. 

Brown, The Int GoM Stand,, 11 , 1307-11, 1326-27, i334“35* 



2 o 6 adjustments OF POLICY, 1932-39 

tributed substantially to the weakness of Britain’s current balance. But 
there were signs of disequilibrium. On the one hand, the heavy capital 
repayments of 1936 were to some extent simply a result of the coincidence 
of a great number of maturities, anc^could not continue at that rate. On 
the other hand, the great domestic recovery and rearmament boom, in 
the face of falling American prices and incomes during 1 937-38 and of 
gold bloc devaluations, seem to have brought the return of an overvalued 
pound, which persisted until the heavy capital flights of 1938-39 forced 
it down. And even though it may be argued that equilibrium was re- 
tained, Britain was drawing down her foreign assets, on balance, in- 
stead of living on current account. Her income was too low for her outgo, 
and consumption of capital threatened to make it lower in the future. 

The new British policies seem to have had little lasting effect in this 
regard. The same long- and short-run problems remained.'^^ Even with 
her greatly increased gold stock, Britain’s short-term position was cer-^ 
tainly not stronger in 1938 than in 1931. If anything, the balance of pay- 
ments seems to show a considerably greater net increase of short-term 
liabilities than of gold holdings in the interim.'^ 

The only difference from 1931, and it was a very significant one, v/as 
that British policy had learned to make the best of a situation which it 
could not correct except by steps too drastic to be worth while. Britain 
had a huge gold reserve which she was free to let go in case of capital 
flight, with minimum damage to the internal economy. And if gold sales 
were insufficient, Britain was now willing to have adjustment come via a 
fall of the pound rather than by internal deflation. Although this change 
in policy was but an adaptation, not a correction, it was a profoundly suc- 
cessful one, considering the circumstances. 

Britain was injured by the disruption of the settled world economy 
which these changed policies involved and accepted. Such actions as the 
Tripartite Agreement of 1936 and the Anglo-American trade agree- 
ment represented incipient efforts to i*emedy these evils by reconstitut- 
ing some measure of world order. Had not war come, such pragmatic 
international co-operative policies might have been the essential coun- 
terpart to the equally pragmatic adjustments of independent national 
policies. But these faltering steps were inadequate, and Britain was in 
part to blame. She permitted emergency measures and vested interests 
to block real progress in these efforts. She allowed a ^^temporary” shelter- 

See FranciSj Britain^ s Economic Strategy^ chap, xiii, pp. 366-68. 

See Gayer, Monetary Policy and Economic Stabilization^ pp, 198—99. 
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ing of industry to become a permanent bar to drastic renovation at home. 
Nevertheless, the disintegration of the world order was going on with- 
out Britain’s help,, as was the long-run alteration of her balance of pay- 
ments. Since she could not expect alone to withstand the flood, she fell 
in with the ways of the world. If in Some respects she suffered from her 
lack of courage, in others she evolved, pragmatically and experimentally, 
a system of admirable wisdom and flexibility, which may well be a model 
for the world economy of the future. 



Part Four 

The Shifting Geographical Patterns 
of Great Britain‘s s International 
Economic Transactions 


XL SHIFTING GEOGRAPHICAL PAT- 
TERNS OF BRITISH EXPORTS AND 
IMPORTS, 1815-1939 


T he changing international economic position of the British peo- 
ple has entailed a constantly shifting geographical pattern of 
their international transactions. In part these changes were im- 
posed from the outside. In part they represented a form of adjustment. 
In the period i 9 I 9 ~ 39 j earlier, the British economy adapted itself to 
the vicissitudes of the international competitive struggle by geographical 
reorientation of its economic relationships. In the following analysis of 
these changes we are not interested in the geographic or political patterns 
fer se; we wish simply to use them as a means of analyzing the general 
problems, policies, and adjustments of the British economy and the bal- 
ance of payments in a closer approximation to reality, i.e., to the net- 
work of specific international transactions of which they were constituted. 

Merchandise Exports 

In the growing world economy from 1815 to 1914, British exports to 
areas developing local competition did not necessarily suffer a net loss. 
Encroachments of competitors were tempered by the growing incomes 
and consumption and investment demand in those areas. In addition, 
British exporters turned to new markets. The exploration of both these 
outlets helped make possible the unceasing expansion of exports during 
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this century. Perhaps the most interesting feature of the nineteenth- 
century free trade system was the extent to which Britain’s trade expanded 
in the former fashion, i.e., merely through unbroken progress in old 
areas and by extension of international specialization in accordance with 
the dictates of comparative advantage. British exports to all major areas 
except the highly protectionist United States show a steady upward 
secular movement, a rise considerably more stable in volume than in 
value terms. 

Nevertheless, the geographical center of gravity of British markets 
did shift. This shift was in large part the result simply of the more rapid 
increase in the purchasing power of new as compared with older areas. 
It resulted also from changes in the relative competitive position of 
British producers. In the 1820’s when the South American revolution- 
ists required guns and ships, and in the forties when France and Bel- 
gium needed railway iron, naturally they turned to England, who alone 
was in a position to supply the goods as well as much of the means of 
payment. The same was true during the great investment boom of 
1850-73, although to a decreasing extent in certain growing industrial 
areas toward its close. On the other hand, neither the enormous growth 
of the United States after 1873 nor the great industrial development 
of Germany from 1880 on or of Canada after 1900 resulted in a com- 
mensurate rise in purchases of British goods. Britain fared better in out- 
lying markets of Africa and Asia than within the United States and 
Germany or in markets (such as Canada, Latin America, continental 
Europe) geographically close to those major competitors. She fared best 
of all in empire markets because of the dominance there of the British 
company under British management, the colonial and Indian govern- 
ment purchases through crown agents resident in London, the natural 
preference for British goods among populations largely of British descent, 
and the extension of preferential tariff treatment to British goods by the 
major countries of the empire from 1897 on.^ In 1857 Western Europe 
and the United States took 38.0 percent of British exports and 43.8 per- 
cent in 1872; in 1907 and 1913 their portions were only 28.8 and 25.1 
percent. On the other hand, the share taken by Australia, India, New 
Zealand, South Africa, and Canada in the two earlier years was 23.7 
percent (this total was abnormally high because of the Australian gold 

^ See Hobson, Exfort of chap, i, p. 315 F. L. McBougall, Sheltered Markets, 

London, Murray, 1925, pp. 20-36, cbaps. iv, v; Haberler, The Theory of Intermtiond 
TradCy pp. 369-705 Feis, Europe^ the WorWs Banker^ pp. 94 — 95 . 
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boom) and 17.9 percent, and in the two later years 27.2 and 30.8 percent, 

respectively. 

Except in so far as Britain was able to develop new products to supply 
the older markets, each succeeding^ wave of investment abroad could 
be expected to bring a relatively smaller increase in demand for British 
goods. Any enhancement of the ability of foreign producers to compete 
anywhere with British producers inevitably tended fer se to reduce 
Britain’s exports or her terms of trade. The ability of Britons to exploit 
new markets in the century from 1815 to 1913 provided an important 
offset to this tendency. 

The most striking change in the distribution of British exports in the 
pei'iod 1913-38 was the continued relative rise of the empire. Omitting 
India and the Irish Free State, the only two individual exceptions, the 
empire’s share rose in the years I9I3-29-37 from 23.8 percent to 29.7 
percent to 38.3 percent, respectively.^ The rise w’^as by no means uniform: 
for Canada and Australia it was only moderate, whereas the relative im- 
portance of the younger New Zealand, South Africa, and the colonies 
fully doubled. 

The greatest relative losses were in the Far East, where industrial- 
ization, behind tariff protection, made its greatest inroads. The portion 
of British exports going to Asia as a whole (empire and non-empire) 
fell from 25,2 percent in 1913 to 17.1 percent In 1937, in distinct reversal 
of pre-war trends. India, Britain’s leading market until 1936, alone took 
13.4 percent in 1913, and only 7.8 percent in 1937. The other heavily 
declining area was Latin America, whose purchases were sustained until 
1929 by heavy British and American loans, and then fell sharply with 
the turn of another cycle of Latin American boom and default. 

On the other hand, sales to Europe as a whole maintained their rela- 
tive position. Their respective 1913 and 1937 shares were 34.6 percent 
and 32.7 percent. This total, however, conceals some rather sharply 
divergent component long-run trends. The shares of Norway, Sweden, 
and Denmark expanded greatly, while those of Germany, Italy, Russia, 
and France all declined. Within Europe, as in the entire world, and after 
1914 as before, Britain was finding her export markets more and more 
in the younger, mainly primary producing countries of the world. 

But now geographical adjustments were powerless to prevent a steady 

^"Whenever comparisons are made with 1913, whether for exports or imports, trade with 
the Irish Free State, classed as exterrial trade only after April, 1923 by the official statistics, 
is excluded throughout. Bata on geographical distribution of British exports and imports 
based on annual tables in B. of T.J. 
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decline in the total volume. Changes in geographical distribution were 
less often adjustments than simply the result of differential rates of 
decline. Thus, despite their relative rise, the quantum of exports to the 
empire as a whole (adjusting the value figures for the index of average 
value of British exports, from T^ble 23, p. 153) probably declined 
slightly between 1913 and 1929, and fell heavily thereafter; the volume 
of exports only to South Africa, Scandinavia, New Zealand, and the 
West Indies apparently increased to any substantial degree, between 
1913 and 1937. 

The relative strength of Britain’s exports to the empire was in 
large measure the result simply of the more rapid rise in the absorptive 
powers of these younger countries. Indeed, the British share in their 
total imports has declined secularly. She supplied 44.3 percent of their 
total imports in 1913, 38.6 percent in 1924, and 31.3 percent in 1929.“ 
And although empire tariff preference did for a time thereafter sub- 
stantially increase her share, over the whole period it was powerless 
to reverse the long-run tendency for British producers to lose ground 
relative to competitors. However, preference did arrest that decline 
almost entirely in the years 1929-38, and that in itself was an important 
contribution.* 

® Data on trade of empire countries from Statistical A bstracts for the British Emfire, Data 
for individual countries from Gr. Brit., Bd. of Trade, Statistical Tables, I, 64.. Trade of 
the Irish Free State excluded throughout. 
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The reader will note the contrast between the continued rapid British decline in 

India — 


in the face of increased protection, agricultural depression, political boycott, and Japanese 
competition — ^and its happier experience elsewhere. Trade with the Irish Free State is now 
included throughout. 
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Between 1931 and 1933 British exports to the empire, omitting the 
Irish Free State (which was not a party to the imperial preference system) 
increased from 35.9 percent to 39.3 percent of the total. The Ottawa 
Agreements of 1932 were accountable not only for this increase but also 
in major part for the continued rise to 45.6 percent in 1938. For one 
thing, they had the negative virtue of putting ceilings over empire tariff 
levels and freezing margins of preference, while trade restrictions in the 
rest of the world continued to multiply. More positively, they included 
pledges by the Dominions to reconsider their tariffs, and some reduc- 
tions were made later as a result. Finally, at the outset they merely gave 
Britain an increased share in a greatly decreased total. Total empire im- 
ports were extremely low in 1932, because of the particularly severe de- 
pression of these predominantly debtor primary-producing areas. When 
at last the empire’s incomes and total imports recovered, preference 
enabled Britain to share in the rise more than she would otherwise have 
done. 

Nevertheless, the concessions which Britain obtained from empire 
preference, in the way of an absolute reduction of tariffs against her 
goods, were extremely disappointing. This was particularly true in the 
case of the most highly industrialized and hence most highly protection- 
ist dominions, Canada and Australia. Eventually most of their crisis du- 
ties were removed, but even then the basic rates remained very high.^ 
Preference was meaningless if even preferential rates were prohibitive. 
The Australian market did not regain its peak 1929 share of total British 
sales until 1938, and Canada did not reach its 1931 high until 1936, for 
all the relative advantages which British producers enjoyed in the in- 
terim.^ Liberal British economists argued with considerable justification 
that Britain would be better off without preference, if only the domin- 
ions would make substantial nondiscriminating reductions in their general 
tariffs.'^ 

Other factors besides preference contributed to the continued relative 
rise of empire markets after 1933. Economic recovery of the empire and 

® Richardson, Britain?s Economic Foreign Policy, pp. 147--515 Villeneiive, La Preference 
imfermle, pp. 30-325 Findlay, Britain under Protection, chaps, xii, xiii5 Economist, CXV 
(1932), 833-345 Benham, Great Britain under Protection, pp. 94, 98. 

® This was not entirely due to tariffs. The more widely fluctuating incomes of these 
countries tended to have the same effect. 

Benham, Great Britain under Protection, p. 80. From 1935 on, it should be noted, liberal 
elements gained political power in the dominions, especially in Canada, and tariffs were 
lowered considerably on British and foreign goods. Economist: “Ottawa Section,” CXXVII 
(1937), 264, 268, “Canadian Tariff Concessions,” CXXVI (1937), 513-14. 
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of the sterling bloc in general, which had cut itself off from the vicious 
deflation of gold prices, preceded that of the rest of the world. Although 
British exports secured no advantages in these markets by virtue of a 
depreciated pound, her sales to them were increased by the more rapid 
recovery of their incomes, as well as by substantial currency stability and 
a certain revival of international lending within the bloc. Another im- 
portant factor was the reversal around 1933 differential price 

trends, which had since 1929 sorely oppressed the largely primary pro- 
ducing empire countries. 

It is not surprising, therefore, that contrary to a priori expecta- 
tions one factor alone, the depreciation of sterling, failed to increase 
British sales to the gold areas more rapidly than to those markets 
whose currencies depreciated equally. Sales to France, Belgium, and 
the Netherlands declined continuously in relative importance from 
1931 through 1935, and only began to recover slightly in 1936 and 
1937, when at last they, too, cut themselves from gold. The share of 
the United States fell from 4.7 percent in 1931 to 4.1 percent in 1932, 
recovering only in 1933, when the dollar also was forced down and 
American reflation began. The same was true in the case of Canada, 
whose dollar failed to follow sterling. The reason for this apparent failure 
of the fall of sterling was that it led inevitably to increased trade restric- 
tions, as an alternative to devaluation, by the many countries which were 
subjected thereby to greater currency pressure.^ If foreign countries were 
to maintain their currencies, they had to restrict their purchases by trade 
controls or deflation, in either case offsetting any competitive advantage 
of a depreciated sterling. Thus the share of British exports to Europe, 
excluding the Scandinavian and Baltic states (and Ireland), fell from 
28.7 percent in 1931 to 21.6 percent in 1936, under the stress of multi- 
plying tariffs, quotas, exchange controls, and deflation. 

Meanwhile, within the sterling bloc, closer economic relations were 
being built, on the firm basis of economic recovery. The share of British 
exports taken by the Scandinavian countries rose from 4.3 percent to 
7.5 percent and of Russia and the Baltic States from 1.3 percent to 3.6 
percent between 1929 and 1938. With all these countries, after 1932, 
Britain negotiated trade agreements, obtaining tariff and other trade 
concessions. In addition all of them, except the U.S.S.R. and Lithuania, 
became at one time or another members of the sterling bloc, British ex- 
ports to them being thus further aided by currency stability and the 

® See Findlay, Britain under Brotection, chap. iv. 
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British loan policy. A notable instance of the latter was a £io million 
loan extended to the U.S.S.R., guaranteed by the Export Credits Guaran- 
tee Department, for the purchase of British goods.^ 

Here was apparent the new emergent pattern of Britain’s international 
transactions: a withdrawal into a mc^re closed and regulated regional sys- 
tem, with Britain at the center, attempting to maintain ever closer eco- 
nomic ties with the younger, largely primary producing countries of the 
empire and the sterling area. Despite the predominant influence of con- 
scious policy this was, it will be noted, but an intensification of secular 
trends apparent well before 1929, or even 1914. 

Merchandise Imports 

As long as Britain was a free and open market and her people bought 
where they pleased, as long as the problem of making payment for im- 
ports of goods or securities was never so serious as to force Britain either 
to suspend convertibility of her currency or to control her trade — so 
long were the sources of her imports and the size of her bilateral trade 
balances a matter of comparative indifference. Bilateral balances were in 
general transferred multllaterally without serious friction, and they and 
imports were left to take care of themselves. With the disruption of the 
more or less smoothly adjusting world economy, however, and the failure 
of free economic forces automatically to bring adjustment, these things 
have become of increasing significance. 

Long before 1914 there was a natural tendency for Britain to obtain 
an increasing share of her growing food and raw material requirements 
from the untapped resources of the younger outlying regions of the 
world, just as British manufactures came increasingly to rely upon these 
regions for markets. In 1900 Argentina supplied less than i percent of 
total British beef imports, and the United States about 70 percent j in 
1913 Argentina’s share was more than 70 percent and the United States’ 
now below i percent. The shift in maize was scarcely less striking. So, 
Argentina’s share of Britain’s total imports rose from 2l;4 percent to sM 
percent, and that of the empire, for similar reasons, from 21 percent 
to 25 percent, in these thirteen years.^^ It was to be expected that such 

^The 1934 trade agreement with the U.S.S.R. had virtually no effect on sales o£ British 
goodsj Kussia simply increasing her purchases of Colonial produce re-exported from 
Britain. 

These shifts from rising industrial countries to younger primary producing suppliers 
must, however, not be oversimplified, even less in the case of British imports, which were 
subject to no tariff, than in the case of British exports. In both, the older areas showed 



SHIFTING GEOGRAPHICAL PATTERNS 215 

secular shifts would continue after the war, although undoubtedly at a 
slower rate as the world reached its extensive frontiers. The relative rises 
between 1913 and 1929 of New Zealand, Denmark, Argentina, non- 
British Asia and the decline of the United States may thus be attributed 
mainly to the operation of the sarrxe longer-run factors influencing the 
supply of primary products as were operative throughout the nineteenth 
century. 

In imports as in exports, the most striking change of the period 1 9 1 3-39 
was the creation of closer ties to the empire. The relative rise of the em- 
pire supplier was very modest before the great depression, but enormous 
thereafter, its 1937 share in total British imports of 38.2 percent com- 
paring with 24.9 percent in 1913 and 26.0 percent in 1929. It was also 
very uneven as between different countries. While the shares of Indian 
and South African suppliers were about constant, those of Canada, Aus- 
tralia, and New Zealand together rose from 11.6 percent in 1913 to no 
less than 20.9 percent in 1937. This rise was largely at the expense of 
the countries of Europe, whose share declined from 40.5 percent in 1913 
to 32.0 percent in 1937. The Scandinavian and Baltic countries increased 
their portions somewhat, but the shares of Germany and France com- 
bined fell from 16.5 percent in 1913 to 6.1 percent in 1937. The other 
heavy decline was in imports from the United States, Britain’s greatest 
single supplier, whose share fell from 18.4 percent in 1913 to 11.3 per- 
cent in 1937. 

The causes for the slow rise in the relative importance of the em- 
pire supplier between 1913 and 1929 are of interest because they help 
us to evaluate the role of commercial policy in the rapid ascent thereafter. 
Some causes were temporary j 1929 seems to have been an abnormally 
poor year, partly because of bad harvests.^- However, empire producers 
were also encountering increasing opposition from such growing com- 
petitors as Argentina and Denmark, who expanded their share of the 

surprising- strength. Increased imports of German manufactures, for example, helped to 
raise that country to the rank of Britain’s second leading supplier in 1913 -vrith 10% per- 
cent of Britain’s total imports, in contrast with 6 percent in 1900. 

For example : Argentina’s share of the world’s meat exports, and New Zealand’s portion 
of the world’s exports of butter and cheese both continued to rise rapidly after the war. 
Bank of England, Statistical Summary^ April, 1932, p. 10. The more than proportionate 
rise of Britain’s imports from China, Japan, and the Dutch East Indies like-wise consisted 
mainly of primary products. 

See tables, ihid,,; also table from K. A. H. Murray and Ruth L. Cohen, “The Planning 
of Britain’s Food Imports,” Oxford U. Agricultural Economics Inst., reproduced in 
P.E.P., Re fort on International Trade^ Appendix I, Table 9. 
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British market at the expense not only of the once-predominant United 
States, but to some extent of Canada and Australia as welld^ Little won- 
der, then, that the latter countries clamored for preferential treatment 
by Britain. The relative weakness of their export prices also doubtless 
retarded their rise compared, for example, with the countries of Europe. 

While it might appear that the enormous relative rise of empire sup- 
pliers after 1931 was merely a reinforced secular trend, it is thus diffi- 
cult to attribute much less than the entire responsibility to the British 
tariff and imperial preference, in view of the 1913 to 1929 experience — 
the greater strength of Denmark and Argentina and the increasing Brit- 
ish consumer and industrial demand for foreign manufactured goods, 
of which the empire supplied but little. The tariff, directed primarily at 
manufactured goods, cut down empire sales far less than it did others. 
Preference, on the other hand, simply diverted orders from foreign to 
empire producers. 

The severest relative losses in sales to Britain between 1931 and 1933 
were borne by the manufacturing countries. The combined shares of 
Germany, Belgium, and France were reduced by the tariff from 16.1 
percent to 9.2 percent in these years. Correspondingly, empire partici- 
pation (excluding the Irish Free State) rose from 24.7 percent to 34.3 
percent, because of Britain’s decreased total purchases of manufactures 
and because of the drastic diversion of her food imports from foreign 
to empire sources."^^ The most important diversions were from Danish 

Thus there was a marked drop between 1925 and 1929 in the empire’s share in meat, 
butter, tea, and fruits and nuts, as well as grain and flour. Bacon and butter provide clear 
examples of this displacement, mainly by Denmark. 

These generalizations, of course, require some qualification. The tariff doubtless caused 
some diversion of consumer demands from protected to unprotected products, and tended 
therefore to increase empire sales in absolute terms. Preference undoubtedly reduced the 
absolute total of British trade, first by creating new tariffs and increasing and freezing old 
ones, in order to establish a margin of preference, and second by artificially diverting 
purchases from cheaper to dearer suppliers. The differential incidence of the new duties of 
early 1932 and of those added as a result of the Ottawa agreements is illustrated by a table 
compiled by the Economist ^ “Ottawa Supplement,” Oct. 22, 1932, p. 6. The producers of 
manufactures, it is clear, were especially affected by the original duties, and of these 
Germany, France, Switzerland, and Belgium were subjected to but slight additional 
burdens by the Ottawa agreements, as they competed scarcely at all with empire products. 
On the other hand, predominantly agricultural countries — notably Argentina, Denmark, 
the U.S.S.R. — which were hit much less than the average by the original duties, suffered 
from a considerable absolute rise in the later tariffs, because their products competed with 
those of the empire, and suffered further, of course, because of the preference granted their 
empire competitors. 

According to quantum indexes computed by K. A. H. Murray and Ruth L. Cohen, 
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pork products and butter^ and Argentina's beef and grainy the United 
States and the Netherlands were also hitd® Although this diversion was 
almost instantaneous^ the shares of Denmark and Argentina in Britain’s 
total imports did not begin to decline until after 1933^ when cyclical re- 
covery reduced the relative importance of food importSj^'^ and increased 
pressure was put on these producers in favor of their empire competitors 
and the British farmer, by tariiffs and by trade agreements, both measures 
forcing them to accept smaller shares in the British market.^® 

Meanwhile the empire benefited also by the recovery of British indus- 
try and its raw material requirements. Whereas the greatest net (relative) 
gains in the British market between 1929 and 1933 were made by the 
predominantly food producing Dominions (excluding the Irish Free 
State), in the recovery after 1933, with soaring raw material prices, 
almost all of the further empire increase was in the shares of raw ma- 
terial producers, Canada, the colonies, and India. However, these gains, 
too, must be very largely attributed to preference, which enabled the em- 
pire to participate much more fully than it otherwise would have in 
the greatly expanded demand for raw materials. 

The weight of the other factors influencing the distribution of British 

reproduced in P.E.P., Refort on International Trade , Appendix I, Table 9, United King- 
dom imports of empire food were in 1933 20.5 percent and in 1936 30 percent above their 

1931 level, %vhile purchases of non-empire food declined by 25 percent and 35.3 percent 
in these same intervals. Their table reveals also how the combination of preference, agri- 
cultural protection, the decline of sterling, and rising prices of foods reversed a 1 7 percent 
increase in the volume of Britain’s total food imports between the 1927-29 average and 
1931, and the progressing standards of consumption which they entailed 5 by 1936 the 
index was only 5 percent above the 1927—29 level. 

P.E.F., of, cit.^ p. 293. The main American losses because of preference were in timber, 
nonferrous metals, pig products, apples, and wheat. The main beneficiary in these directions 
was Canada. American crop restriction and droughts were important contributory factors. 
See Bidwell, Our Trade wh/i Britain j chap, v, and pp. 1 14-17. 

Food, drink and tobacco declined from 52.4 to 43.9 percent of Britain’s total retained 
imports between 1933 and 1937. 

This is illustrated most clearly in the case of bacon and hams. Largely because of agri- 
cultural protection, Britain’s imports of these products declined from 1 2,200,000 cwts. in 

1932 to 7,500,000 in 1938. Imports from the empire rose, however, from 500,000 to 
2,100,000, those from foreign countries thus declining all the more, from 11,700,000 
to 5,500,000 cwts. Danish producers did not fare as badly as declining volume sales would 
indicate. Since they controlled the distribution of export licenses, were well organized, and 
did not undercut one another, they managed to benefit to the maximum from the higher 
prices which British consumers were forced to pay. While the volume of Denmark’s sales 
declined by more than half in these years, actual money receipts were only 4 to 6 percent 
lower in 1938 than in 1932. Findlay, Britain under Protection ^ pp. x6z"-6$"y Benham^ 
Great Britain under Protection^ pp, 64, 14 1, 145-46. 
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imports is difficult to assess. Changes in currency valuations must have 
tended to restrict her purchases from gold relative to sterling countries, 
who were indeed induced to follow the pound largely because of their 
great dependence upon the British market. British trade agreements 
helped sustain Britain’s imports frcSn non-empire sterling area coun- 
tries, notably by tariff reductions on Scandinavian and Baltic timber, pa- 
per, and other wood products. However, their influence was not great. 
Britain’s concessions were restricted by her empire commitments, which 
she enforced in the trade agreements. Moreover, it was her definite 
purpose to use her strong bargaining position, arising from the heavily 
adverse trade balances with these countries, to redress these balances by 
obtaining many and giving few concessions. Here, as in exports, the chief 
determinant in the emergent geographic pattern of Britain’s international 
transactions was conscious policy, whether or not the implications and 
results of that policy were actually comprehended at the time. 



XII. THE PATTERN IN EQUILIBRIUM, 

1929 


U NDER LAissEZ FAiRE three Categories of variables determine the 
geographical configuration of merchandise and. service trade be- 
tween the peoples of the world; the total demand dispositions 
of the various populations^ vis-a-vis all the suppliers in the world j the 
supply functions of eachj in conjunction with those of all other pro- 
ducers, vis-a-vis all the markets of the world j and the disposable pur- 
chasing power in each aread Strictly speaking, the last is redundant, since 
it can operate upon the balance only through* effective demand or supply 
curves. However, in the analysis of the balance of payments, where rela- 
tive shifts of purchasing power play so large a role in shaping and main- 
taining the equilibrium situation, it is useful to think of supply and 
demand curves as potential dispositions, at given equilibrium levels of 
purchasing power, altered and made more or less effective by fluctuations 
in those levels. Under conditions of equilibrium in the balance of pay- 
ments, such fluctuations, operating upon given bilateral balances, arise 
from two sources: unilateral transfers between the two areas concerned 
and the net balance of payments of each with all the rest of the world 
except the other.^ For the total balance of payments, these flows tend 
constantly to cancel out. But for bilateral balances, where debits and 
credits need not be equated, they may be continuous in one direction. 
They are in a sense only intermediate determinants, their size and di- 
rection being themselves the products, among other things, of the basic 
reciprocal supply and demand dispositions. But in their continuous uni- 
directional flow they mold all bilateral balances and tend to keep the 
total in equilibrium. 

These variables seem to operate so as to cause a great proportion of 
the payments between any two countries to be balanced bilaterally. Inter- 
national trade has been in large measure a fairly simple bilateral barter 

^ See pp. 7, 127-29, 142-44, above. 

^ The real determinant is actual rather than merely potential expenditure (or disposable 
purchasing- power), and this is subject, of course, to internal as well as external influences. 
However, in postulating conditions of equilibrium, we assume that if one country turns 
over its money more or less rapidly, or increases or contracts its money supply at a dif- 
ferent rate than the rest of the world, the total balance and each bilateral balance are suc- 
cessfully adjusted to that situation. 
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of primary for manufactured goods, any surpluses being largely offset, 
bilaterally, by net capital and interest and dividend flows. This has been 
true largely because the wealthier countries have been producers of a dis- 
posable surplus of those goods and services which the more primitive 
have required. Personal and political ties, the fact that established trad- 
ing connections, including shipping services, are two-way affairs, increase 
the presumption of bilateral balance. This presumption is a reasonable 
one. If there are strong influences at work causing A’s balance of pay- 
ments with the world as a whole to be equilibrated, there must be in- 
fluences tending toward such an equilibration between A and B and 
between A and C as well. And only bilateral balances between the coun- 
tries initially concerned in given transactions are subject to the full 
reciprocal equilibrating influences at either end. The great bulk of Great 
Britain’s transfers in international transactions seem therefore to have 
been made on a bilateral basis, even under relatively free trade.^ Accord- 
ing to the few estimates which are available — of which one must be ex- 
tremely wary — this seems to have been true also of world trade as a 
whole.^ 

There is nevertheless no ground for presumption that individual bi- 
lateral balances can come anywhere near complete equality except by 
chance or by conscious policy. Before the great depression the amount of 
multilateral settlement was considerable, and its true importance was 
incalculable. It was at once the symbol of the organic unity of the old 
world economy and one of its essential instruments. Its disappearance 
both made inevitable and was made inevitable by the disruption of that 
functioning whole and the substitution for it of a regime of economic 

® Britain’s trade with the United States, for example, was for long an extreme example of 
the importance of multilateral transfer, the bilateral balance of net trade (i.e., excluding 
heavy British re-exports to the United States) amounting in 1913 to no less than ^ of 
the total trade between the two. However, if account be taken of the various invisible 
transactions between the two countries (based partly on estimates described on p. 22 iw, 
below) , the net bilateral balance of payments between the two appears to have been on the 
order of £50 million in that year, out of total transactions of at least £250 million. No less 
than 80 percent of the transfers were ejected without the intermediation of third countries. 
^ See estimates for 1929 by League of Nations, Worli Eco 7 tomic Surrey ^ i935""3^> 
pp. 1 8 1-83 j Condlifle, The Reconstruction of World Trade, pp, 282-83. Most estimates 
seem to ignore invisibles entirely and are hence quite unreliable. The one cited by the 
League, for example, takes as a rough measure of a country’s triangular trade the total of 
individual bilateral trade balances which cancel out against each other. In fact, however, 
none of these transfers need actually be triangular. Each net trade balance may be offset 
bilaterally by an exactly equivalent bilateral balance of invisibles. 
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regionalism and bilateral negotiation. In this process Britain played a 
major role. 

The Major Triangle: the Great Britain-Empire Side 

In the following study of Britiin’s bilateral balances of payments, 
1929 is chosen for detailed analysis as a year in which we may find the 
closest approximation (except, perhaps, for 1928) to conditions of equi- 
librium under free trade in all the years 1919-39.® 

In 1929 Great Britain appears to have received from the empire a sum 
on the order of £150 million from her investments there, and an addi- 
tional £40 million for the use of her shipping.® There were other receipts 
on balance for her banking, insurance, and other services, and inpayments 
of a political nature — ^notably the Indian home charges and Irish land 
annuities. ‘The former alone amounted, net, to about £24 million in 
We have here a sum of perhaps £240 million, which was trans- 
ferred from the empire to the mother country without serious disequi- 
librium.® 

Britain received her invisible incomes from abroad in the form of 
a heavy passive trade balance, amounting in 1929 to £380 million. The 
empire as a whole contributed perhaps % of the income from investments, 
and % of the shipping income. Yet, instead of contributing a proportional 

® The latter part of 1929 witnessed the beginnings of serious disequilibria, account o£ which 
is taken wherever it appears necessary in the subsequent discussion. 

® The author has compiled detailed estimates of major components of Britain’s bilateral 
balances of payments in 1913, 1929, and 1937, to which reference is made in this chapter 
and the one which follows. These estimates, which are too lengthy to reproduce here, are 
composed of merchandise trade, new issues in the London market, receipts of interest and 
dividends, and shipping income. The new issue figures for 1913 are those of Paish, Statisty 
SuppL, Feb. 14, 1914, p. vj the post-war figures are taken from the Midland Bank Monthly 
Review, The invisible income figures are computed by applying to the respective Board of 
Trade balance of payments estimates Paish’s geographical breakdown of Britain’s overseas 
investments in 1913 (as amended by Feis, Eurofey the World^s Banker y p. 23), those of 
Kindersley for 1930 and 193d, and only very roughly applicable statistics of the origins 
and destinations, by net tonnage, of British ships clearing and entering British ports with 
cargo. This method involves serious errors and inaccuracies, and the resultant estimates 
afford no more than a very general indication of the probable order of magnitude of these 
items. 

^ This excludes interest on Indian government debt, and subtracts payments to the Indian 
government from England. Finance and Revenue Accounts of the Government of India, 

® True, some empire countries were beginning to feel the coming world crisis; but the 
peculiar transfer mechanism here described could scarcely be considered the cause of this 
incipient disequilibrium, for the facts were substantially the same in 1927-28, when trans- 
fers were effected without difficulty. 
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share of the net imports, the empire actually bought from Britain £25.5 
million more of goods than it sold to her. Merchandise trade thus added 
a transfer load of its own, bringing the total to £265 million. 

To these burdens there was only one important bilateral offset — the 
willingness of Britons to accept claims on the future income of these 
countries. In 1929 some £55 million of new empire issues were floated 
in London, most of them taken up by British investors. Empire repay- 
ments seem, however, to have been on the order of £30 million,^ leaving 
a net inflow on long-term capital account (by these inadequate measures 
alone) of perhaps £25 million. This was considerably less than the is- 
sues of previous years, but the 1929 picture is still not unrepresentative 
in general of the late twenties. There was left, then, a substantial surplus 
of perhaps £240 million, or £190 million when empire gold sales are 
deducted,^ ^ which empire countries obtained on balance elsewhere to 
transmit to England.^^ The total of merchandise trade between England 
and the empire was £625 million (net trade). A failure to balance by 
£190 million out of total payments (both ways) of perhaps £900 to 
£1,000 million Is a sizable discrepancy. 

In explanation, we revert to the determinants of bilateral balances 
listed above. The relative demand and supply situation was, with im- 
portant exceptions to be discussed below, as follows: (i) empire pro- 
ducers were able to satisfy only a small portion of Britain's import needs, 
while British producers on the contrary held a strong position in empire 
markets 3 (2) Britain imported heavily from non-empire countries, while 
her place in those markets was relatively weakj (3) empire producers 
sold heavily to foreign markets, but bought lightly from them. The 
purchasing-power factor bound these dispositions together and converted 
them into equal and offsetting bilateral balances between the United 
Kingdom and the rest of the empire, between the rest of the empire and 

® A rough estimate based upon partial figures of Sir Robert Kindersley. 

See pp. 228, 230, below. There must be deducted from the £60 million of total empire 
gold exports the £7 million which went directly to other empire countries, and most of the 
£2.7 million of Britain’s gold (re-) exports to empire countries. The reader will note 
that the figure of £60 million is not for the calendar year and that in the fiscal year after 
June, 1929, Australia lost heavily of her gold reserves, a result of severe disequilibrium 
in her balance of payments. The Australian exports are, accordingly, for the year July, 
xgzSf to June, 1929. 

These were by no means entirely fixed and unyielding obligations to which other balance 
of payments items had to adjust. Their size and direction were closely related a§ effect as 
well a$ cause tQ all these other transactions. 
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the non-empire world, and between the non-empire world and the United 
Kingdom, in each case in favor of the area named first. Under equilibrium 
no single one was possible without the others. Together with the con- 
figuration of invisibles, they created continuous flows of buying power 
from foreign countries to the empire, from the empire to Britain, and 
from Britain to non-empire areas. Had these flows not been equivalent 
and balancing, they would have created net uncompensated purchasing 
power, exchange and interest rate, and price level effects, and hence a 
persistent tendency to re-equilibration. Each proposition offset, caused, 
and resulted from the others, via the equilibrating tendencies of the bal- 
ance of payments. 

Britain had a constant net inflow of buying power from her empire 
and from the world as a v/hole, in invisible income therefrom, and hence 
a heavy debit trade balance. Yet she sold to the empire more than she 
bought of it, and took no larger share of empire exports in 1928 and 1929 
than she supplied of empire imports. In 1929 she sold to these countries 
44% percent of her exports and bought from them only 27 percent of 
her retained imports. The empire was clearly a better customer by far 
for British goods than Britain was for empire goods. 

The effect of these supply-demand dispositions alone may be isolated 
by use of the data in Table 27. With the first four empire countries listed, 
Great Britain had an active, with the latter four a passive, balance of 
merchandise trade. The final ratios are arranged so that a high ratio jus- 
tifies a presumption that these dispositions favored the British exporter 
and discouraged the empire exporter. However, the ratios still contain 
the Influence of relative levels of purchasing power, the portion which 
Britain and the empire countries took of each other’s exports being a 
function in part of the buying pow’er of each relative to that of other 
markets. For this reason the equality of the two ratios, (i) of empire 
exports to Britain, to total empire exports and (2) of empire imports 
from Britain to total empire imports (Table 27 A), by no means indicates 
an equal reciprocal balance of supply-demand dispositions. It results 
partly from the fact that because of Increments to British purchasing 
power from Invisibles her imports normally are absolutely greater than 
her exports^ 

The world as a whole sold to Great Britain 15.40 percent of its total 

McDougall, Sheltered Markets, chaps, i— iii, fassim; Beveridge, Tartfs: the Case Ex^ 
amined, pp. 135-37. 
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exports in 1929, it purchased from Great Britain only 10.86 percent of 
its total imports in that year. The ratio between these two was 0.705.^^"* 
The mere fact that the ratios in Table 27 A for South Africa and the Irish 
Free State were less than i.oo (i.e., Britain supplied a smaller share of 
their imports than she took of their sports) does not mean that recipro- 
cal supply and demand dispositions favored them against Britain. The 
fact that the discrepancy between the two percentages was smaller than 
the discrepancy between similar percentages for the trade between Brit- 
ain and the world as a whole indicates quite the opposite: that in these 
casesj too, Britain was favored by these dispositions. The relative level 
of Britain's buying power, taking merchandise trade as the effect entirely 
of the flow of invisibles, was sufficiently high so that she sold to the 
world only 70.5 percent of the goods she took from it. The smaller dis- 
crepancy in the case of South Africa and the Irish Free State (ratios of 
0.88 and 0.84 in 1929) can be attributed only to relative demand and 
supply dispositions, all other factors being now eliminated. 

We may therefore conclude that were it not for the purchasing power 
factors Britain’s trade balance with the Irish Free State would have 

These percentages (from Table 18, p. 132) represent actually the British share as a 
market of total world imports and her share as an exporter of total world exports, and the 
resultant ratio is therefore really : 

(1) U.K. exports U.K. imports 

World exports World imports 

If all trade were uniformly valued, so that total world imports equaled total world exports, 
this w'ould be precisely what we have said in the text : 

(2) U.K. exports U.K. imports 

World imports World exports 

In this case we could have obtained exactly the same ratio simply by dividing British ex- 
ports by her imports. 

Were we actually to try to find directly the ratio described in the text (2), instead of 
the one wq have actually obtained (i), we would have fallen into error, because both 
U.K. and most world imports are valued c.i.f. This wmuld have made ratio (2) unduly 
low. Using ratio ( i ) we avoid this pitfall, as the c.i.f. valuations cancel their effects in the 
second fraction. The result is the true picture of (2) with the error eliminated, for, if 
total imports do equal total exports (or the effect of higher import valuation is canceled 
out, as here), (i) and (2) are precisely the same. 

The effects of differences in relative levels of purchasing power which caused both 
South African and British imports to exceed their exports are eliminated in this compari- 
son between the ratios of Table A and the ratio for Britain’s share in world trade (0.705). 
On the South African side this is done by the use of percentages of her total imports and 
exports, thus eliminating the effect of absolute differences between the two. In the case of 
Britain it is done by comparing her shares in South African trade with her shares in world 
trade, the general purchasing power influences, tending to give her a passive balance in 
both cases, thus canceling out. 
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Table 27 

Relative Shares of the Empire and the United Kingdom in the Total 
Foreign Trade of Each Other® 


A, Percentage of Total ^mfire Countries^ Trade 




(0 


(2) 


(3) 


imports from 

exports to 




united kingdom 

united kingdom^ 

ratios: 

(l)-( 2 ) 

Country 

1^28 

ipap 

1^28 

ipap 

ig2S 

ipap 

India 

45.84 

43.84 

20.88 

21.39 

2.20 

2.05 

British Malaya 

16.00 

16. 1 1 

11.55 

14*31 

1*39 

1. 13 

Australia 

42.67 

39*79 

38.64 

38.09 

1. 10 

1.04 

Union of South Africa 

44.29 

43.78 

49.90 

49.50 

0.89 

0.88 

Total empire 

35*24 

34*05 

35-17 

34.10 

1. 00 

1. 00 

Irish Free State 

77*94 

78.11 

96.17 

92.78 

0.81 

0.84 

New Zealand 

47*38 

46.17 

74.46 

75.03 

0.64 

0.62 

Canada 

15*34 

15.16 

31.68 

25.32 

0.48 

0.60 

Ceylon 

22.37 

22.22 

40.54 

42.47 

0.55 

0.52 


B. 

Percentage 

of Total British 

Trade ® 




(i) 



(2) 

(3) 


exports to 

imports from 




EMPIRE 

EMPIRE 

ratio: 

(l)-( 2 ) 

Country 

jg28 

1929 

1928 

1929 

1928 

1929 

Union of South Africa 

4.36 

4.46 

2.02 

1.99 

2.16 

2.24 

India 

11.60 

10.73 

5*39 

5*15 

2.15 

2.08 

Australia 

7.69 

7*44 

4*55 

4.56 

1.69 

1*63 

Malaya 

2.09 

2.13 

1.04 

1.45 

2.01 

1.47 

Total empire 

45.28 

44.49 

30.41 

29.41 

1*49 

I. 51 

Irish Free State 

4.85 

5*95 

00 

3.69 

1.28 

1.34 

Canada 

4.76 

4.80 

4.78 

3.80 

1. 00 

1.26 

New Zealand 

2.67 

2.93 

3*95 

3*91 

0.68 

0.75 

Ceylon 

00 

d 

0.81 

I. IS 

1.24 

0.72 

0.65 


® Source: Statistical Abstract for the British Emfire; Board of Trade Journal; Annual 
State?nents of Trade of the United Kingdom. 

^ Includes only goods of domestic origin, but covers, of course, all empire exports to 
Britain, whether or not goods are subsequently re-exported. 

® Imports include goods subsequently re-exported j exports are of British goods only. 
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been active in 1929 instead of passive. Similarly, of course, it would have 
been much more active than it was with the areas with higher ratios than 
Ireland in Table A: South Africa, the empire as a whole, Australia, Ma- 
laya, and India. Only with Canada, New Zealand, and Ceylon did recipro- 
cal supply-demand dispositions not fevor Britain, on balance. 

The relative influence of the purchasing power factor alone may be 
demonstrated by the use of the two tables A and B, in conjunction. Gold 
sales and capital inflows into South Africa entailed a heavy passive trade 
balance. England was less well situated in reciprocal supply-demand dis- 
positions in respect to this empire country than the others with whom 
her trade balance was active (see Table A)j but she shared in South 
Africans general passive trade balance, with the result that that country’s 
ratio in Table B is the highest of the four countries. This factor is also of 
vital importance in the case of India, in the opposite direction. The In- 
dian total trade balance was normally strongly active, her balance of 
payments being dominated by heavy outpayments for precious metals, 
debt service, and political obligations. Thus, although Indian-British 
reciprocal demand and supply dispositions were relatively most favor- 
able to Britain of all empire countries (Table A), this benefit was offset 
somewhat by the above purchasing power factors, so that the ratio in 
Table B was by no means so high relative to the others as these disposi- 
tions alone would have dictated. 

Finally, there were the purchasing power factors already discussed, 
making for a passive total British trade balance. These factors offset the 
favorable demand-supply position with respect to the empire 5 as we 
have seen, in the case of Ireland they alone were responsible for a nega- 
tive bilateral balance. 

Because of the complete inadequacy of her domestic food supply, Brit- 
ain alone among the leading industrial countries of the world imported 
considerably more food than raw materials in 1929. The empire, on the 
contrary, was primarily a raw material producer. In this basic situation 
lies much of the explanation for the configuration of supply-demand dis- 
positions under study. 

The relatively disadvantageous empire position in its trade with Britain may be illus- 
trated similarly. The empire supplied 26.9 percent of Britain’s retained imports in 1929, 
while taking 44.5 percent of her domestic exports. On the other hand, the empire (exclud- 
ing Britain) supplied 15.06 percent of the world’s total retained imports while taking for 
home consumption only i3*44 percent of the world’s total exports. The £rst ratio is 0.60, 
the second 1.12 (1.155 intra-empire trade be excluded), and their discrepancy is a 
measure of the relative unfavorabieness of the empire situation vis-a-vis Britain. World 
percentages from Board of Trade, Statistical Tables^ I, 164—65. 
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In 1929 the empire supplied a relatively small portion or less) 
of Britain’s major food imports, except for a share of % (and usually 
more) of grains and flour, roughly % of the less important butter and 
sugar, and % of the tea. Because of the head start of other producers, 
their greater propinquity to England in some cases, their more favorable 
climate in others, and the mere fact that as world suppliers of foods non- 
empire countries simply bulked larger than empire countries, beef from 
Argentina, pork products from Denmark, dairy products from Denmark 
and the Netherlands, fruits and wines from across the Channel and from 
Mediterranean Europe, fruits, too, from the United States, fish from 
northern Europe, tobacco from the United States, and grains from the 
United States and Argentina dominated the British market. In raw ma- 
terials also, except for wool and the much less important rubber, the 
empire’s share was equally small, largely because of the greater distance 
from the British market or because Britain’s industries required raw ma- 
terials other than those which the empire was especially capable of pro- 
ducing. These factors seem to explain Britain’s heavy imports from 
non-empire sources of cotton, petroleum, wood, and nonferrous metals. 
Finally, the empire, being relatively unindustrialized, supplied but 9 
percent of Britain’s purchases of manufactures and semi-manufac- 
tures. 

Whereas customs, tastes, and the head start of older producers tended 
to incline the British consumer to non-empire products, all these factors, 
as well as others already mentioned, created in empire markets a pref- 
erence for British goods. The empire countries were importers mainly of 
staple manufactures — textiles, apparel, iron and steel, machinery — and 
in 1929 Britain was still the world’s leading exporter of manufactured 
goods, and particularly of these very staples. 

Canada, New Zealand, and Ceylon were exceptions to this pattern of 
United Kingdom empire trade relationships. The latter two were not 
particularly striking. The trade of Ceylon was relatively small. And 
New Zealand took a large share of her imports from Britain, her ex- 
ceptional position resulting from the very high percentage of her sales 
(mainly of foods and wool) taken by that country (see Table 27) . In the 
more important case, Canada, a stronger policy of protection, more ad- 
vanced industrialization than in any other empire country, and the pre- 
dominance of the United States competitors, cut her purchases of British 
manufactures, whereas Britain remained a good market for Canadian 
foods and raw materials. 
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The Empire-^Toreign” Side 

The United Kingdom was in 1929 incapable of absorbing more than 
one-fourth of the enormous empire raw-material exports, as Table 28 
indicates. She obtained 80 to 93 percent of her rubber, wool, jute, tin 
(and cocoa) from these countries, but the major empire production was 
left to find other markets. No system of tariff preference could alter 
this. In contrast with the small British share, the United States alone 
took 64 percent of the rubber and 56.6 percent of the tin exports listed 
in Table 28. 

There were evidently other causes for this situation. The greater dis- 
tance of the empire supplier from the British market would seem to 
explain why so important an exporter as Canada supplied so small a part 
of British requirements of wood products and metals, while 86.6 percent 
and 68 percent of her exports of these goods, respectively, went to the 
United States. Settled connections and the peculiar needs of British in- 
dustry were perhaps also significant. These factors plus transport costs 
might explain the negligible British purchases of Indian raw cotton, 
56 percent of which went to Japan and China.^® 

In their major food products, except for the intermediate case of 
grains, quite the contrary situation prevailed. Of empire meats, dairy 
products, sugar, and tea the huge British market took almost all 5 but, 
as we have seen, except for tea, this satisfied far less than half of her vast 
needs. Here inadequacy of empire ability to supply, rather than of Brit- 
ain's power to absorb, was the crucial factor.^® The bulk of empire ex- 
ports were of the first group, the raw materials (and cocoa), for which 
it had to find its major outlets in industrial America, Japan, and the con- 
tinent of Europe. 

Among its other staple products, the British Empire was in 1929 re- 
sponsible for about three-fourths of total world gold production.^® The 
exports of South Africa, Canada, and Australia, out of normal produc- 

Britain took only slightly more than one-fifth of her oil seeds and nuts from India, but, 
except in the case of linseed, India filled the major part of Britain’s demand for those 
varieties in which India’s supply was great (notably ground nuts and castor seeds), and 
was still left with a great surplus to sell elsewhere. 

See Table 28, and p. 47^, above. 

Cocoa is the sole exception among the foods (see Table 28), Britain’s inadequate de- 
mand being the main factor, as with the raw materials. 

B.LS., TBfjfk Annual Refort, p, 66 (1940). 
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Table 28 

Leading Exports of British Empire Countries in 1929*^ 



Ex forts from 

Percentage 


Leading Exporting 

to No'n-emp'i 

Product 

Countries^ 

Countries 

Tin^ 

(£000) 

21,248 

95-7'* 

Raw cotton 

49,184 

93-2 

Wood, timber, and products® 

56,39s 

92.7 

Rubber® 

57,282 

88.8'' 

Jute and jute manufactures 


86.5 

Raw and waste wool 

91,273 

83-3“ 

Oil seeds and nuts 

19,238 

83.0 

Raw cocoa 

13,812 

79.2 

Metals: ores, concentrates, scrap, and 
manufactures 

40,306 

77-3 

Total 

406,095 


Grain (inch pulse) 

124,300 

45.2 

Tea 

0^ 

p 

0 

v.r» 

13.0 

Meat, live animals for food 

36,207 

5.0 

Butter, cheese, eggs 

36,105 

4.2 

Raw sugar 

8,172 

O.I 

Total 

110,549 



® Sources: Statistical Abstract for the British Emfire; Annual Statement of the Sea-Borne 
Trade of British India; Economic Survey of the Colonial Emfire. Unless otherwise noted, 
Australian fig'ures are for the year July, 1929, to June, 1930, Indian for April, 1929, to 
March, 1930. 

^ Tin and rubber, Malaya j cotton, jute, oil seeds, and nuts, India (jute expoits for April, 
1928, to March, 1929)5 wood, Canada5 wool, Australia (July, 1928, to June, 1929), 
New Zealand, and South Africa 5 cocoa, the colonies 5 metals, Canada, Australia, India5 
grain, Canada (1928), India, Australia (July, 1928, to June, 1929) 5 tea, India, Ceylon5 
meat, Eire, New Zealand, Australia 5 butter, New Zealand, Eire, Australia, Canada 5 sugar, 
the colonies, Australia, South Africa. Except for tin and rubber, exports to empire coun- 
tries other than Britain are excluded, i.e., the totals and the foreign share thereof refer 
only to the total of exports to the United Kingdom and non-empire countries. 

^ Exports to empire countries other than Britain are included both in the total and in the 
non-empire share thereof, the latter being derived by deducting from the total the specified 
exports to England. The resultant overstatement of the foreign percentage is probably 
small. 

^The original percentages (portions exported directly to foreign countries) — tin 84.9, 
rubber 81.1, and wool 59.2 — are adjusted upward by the following estimates of that 
portion of the exports listed as going directly to Britain which was subsequently re-exported 
to foreign countries (net of re-exports to the empire) : tin £2,300,000, rubber £4,000,000^ 
and wool £22,000,000. 

^ Including wood pulp, paper, and newsprint, etc. 
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tion, amounted to £55 million in 1929.-^ Although the major part or 
all was sold to foreigners, empire gold was a sure source of sterling, at 
a fixed price. It went to the highest bidder, whose currency was strong- 
est and whose fixed demand to buy was, accordingly, made effective. If 
there had been any difficulty in turnfcg those proceeds into sterling, the 
latter would ipo jacio have been the strong currency. Therefore the 
export of gold by empire producers, to whomever sold, may be regarded 
as having diminished the necessity for multilateral settlement. South 
Africa’s sales of £45 million were more than adequate to equate her 
London balance in 1929. 

England was an entrepot not only for gold but also for many other 
empire products going ultimately to non-empire markets. In 1929, of 
total British imports from the empire, fully 16% percent were subse- 
quently re-exported, as against 5^4 percent of those from non-empire 
countries. On the other hand, 79 percent of Britain’s re-exports in that 
year went to foreign and only 21 percent to empire countries. The result 
was a net credit of £37 million for the empire as a whole, composed pri- 
marily of sales of wool, and, to a smaller extent, hides and skins, rubber, 
tea, tin, and cotton. Although these goods were for the most part sold 
for sterling in England, and hence used to meet various sterling obliga- 
tions, this cannot be characterized bilateral empire-British transfer. The 
goods were not absorbed by the British market, but by foreigners. The 
fact that the sellers could be paid in sterling, as indeed they were often 
paid for goods which never went through England, was an indication of 
the ease of multilateral transfer, enhanced by the use of England as 
entrepot and the pound as medium of payment^ but it remained multi- 
lateral transfer nevertheless. 

The Great Britain-'^Toreign” Aspect 

In the heavy British demand for non-empire foods and raw materials, 
already discussed, we have part of the explanation of heavy passive 
balances of trade and payments with Argentina (grains, meats), Scan- 
dinavia (meat, dairy products, wood products), Egypt (cotton), Persia, 
Java, and the Dutch West Indies (oil, rubber, tea), Russia (timber, 
petroleum, fish), and very largely also of the United States (cotton, 

^*^From respective o:fficial trade statistics. Canadian data for year April, 1929, to March, 
1930$ Australia July, 1928, to June, 1929. Australians gold exports were about seven 
times higher in the year July, 1929, to June, 1930, but this was the result of monetary diffi- 
culties, and represented a loss of monetary stock. 
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oilj grainSj tobacco, meat), and the Netherlands (meat, dairy products). 

The relatively slight competitive power of British industry in non« 
empire markets supplies the remainder of the explanation. England was 
once the workshop of the world. Yet the balance of her trade in manu- 
factured goods alone with the entre non-empire world was active only 
by £26,000,000 in 1929, whereas with the empire it was active by no 
less than £242,000,000. And with the world^s other leading manufactur- 
ing countries the balance was in 1929 distinctly negative."^ Aside from 
the purchasing-power factors contributing to this anomalous situation 
(Britain’s heavy net receipts, In totOy and from the empire in particular), 
probably the major cause was heavy foreign protection of local industries. 

Thus, Britain had substantial passive balances in 1929 in her trade 
in iron and steel and manufactures thereof with Germany and Belgium, 
in machinery with the United States and Germany, in motor vehicles 
with the United States, in electrical goods and apparatus with Germany, 
the Netherlands, and the United States, in rayon yarns and manufactures 
with France, Germany, Switzerland and Italy. She purchased heavily of 
foreign luxury textiles, with resultant adverse balances in silk yarns and 
manufactures with France, Switzerland, and Italy, in various kinds of 
textile apparel with Germany and France, and in woolens with France. 
Even in her cottons and woolens, in which alone Britain attained an 
appreciable active balance of trade with the world’s leading manufactur- 
ing countries, her exports were preponderantly yarns and other semi- 
manufactures, serving as raw materials for the importing countries. In 
fact, Britain actually bought more cotton manufactures, beyond the yarn 
stage, from Belgium, France, and Germany than she sold to them.-' 
Thus, England, traditionally the industrial nation par excellence, was to 
a large extent a supplier of raw material for the manufacturing countries 
of Europe.-^ 

Britain’s exports of wholly or partly manufactured g^oods (domestic products) to Ger- 
manyj Belgium, France, Switzerland, the U.S.A., Czechoslovakia, Italy, and the Nether- 
lands w'ere £118,700,000 in 1929, as against similar retained imports from them of 
£226,100,000, Omitting manufactured oils (mainly petroleum products), the balance was 
still adverse, by £78 million. This trade classification is not entirely satisfactory, since, for 
example, it excludes processed foods, and includes only partly manufactured nonferrous 
metals. 

While the countries listed in note 21, above, provided fully 87 percent of Britain’s re- 
tained imports of both woolen and worsted, and cotton yarns and manufactures, they took 
only 3 2 percent of her total exports of the -woolens and 1 6 percent of the cottons. But they 
took fully 60 percent of her much smaller exports of the semi-manufacture, cotton yarns. 

One of her heaviest exports to the continent was coal. 
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The countries of the empire obtained the £190 million which they were 
able to transmit to Britain, in excess of receipts, primarily by sale of raw 
materials to the United States, Japan, and industrial Europe. In general 
the latter countries, in turn, directly or again multilaterally, were reim- 
bursed not only for their balance of purchases from the empire but also 
for their own invisible obligations to Britain by a surplus of sales to that 
country and, to a smaller extent, by an inflow of British capital. Britain's 
adverse trade balance with 14 leading European countries was £207 
million in 1929. She also took up perhaps £20 million of European se- 
curities in that year. Income from her European investments, and in- 
come derived from shipping services rendered these countries, of the 
order of £65 million, clearly fell far short of this total, by perhaps £125 
to £150 million, even with income from reparations and from other serv- 
ices. Thus, in great part, was the major triangle closed.-^ 

Filling in the Pattern 

Lying within and cutting through and across this great triangle was a 
vast complex of other patterns of international transactions, which can 
only be suggested here. 

Part of India’s enormous transfers to England were effected via a net 
active trade balance with other empire countries. To Ceylon, Malaya, and 
South Africa India sold rice, cotton manufactures, and jute gunny bags, 
which she produced in abundance but for which Britain had little use. 
Since Ceylon’s tea and South Africa’s gold gave those countries a more 
than sufScient sterling income, here were minor partial triangles. For 
Malaya, on the other hand, whose trade balance with the mother coun- 
try was passive, empire trade increased the burden of multilateral trans- 
fer, which was effected by heavy rubber and tin exports to foreign coun- 
tries. 

Canada’s strong position in relation to Britain gave her an active bi- 
lateral trade balance, amounting to fully £48 million in 1928-29. This 
balance was usually large enough to meet returns on British capital, to 
finance sniall net capital repayments and, indeed, still (in 1927 and 

U.S.S.R., Finland, Sweden, Norway, Denmark, Poland, Germany, Netherlands, Belgium, 
France, Switzerland, Spain, Italy, Czechoslovakia. These 14 countries are alluded to sev- 
eral times belotv. 

Folke Hilgerdt has graphically described the world-wide transfer mechanism centering 
on Britain, in ^‘The Approach to Bilateralism,” Ifulex^ August, 1935, pp. 177-80, and 
*^The Case for Multilateral Trade,” Amer, Econ, Rev., SuppL, March, 1943, pp. 393- 
4075 see also League of Nations, Eurofe^s Trade (Publications 11 A, 1941, No. i), and 
The Network of World Trade (Publications II A, 1942, No. 3). 
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1928) to leave a bilateral credit of some £15 to £20 million.-^ Moreoverj 
Canada had a heavy active trade balance of £30 to £35 million in 1928 
and 1929 with the entire world except England and the United States 
— especially with Holland, Germany, and Japan. All these sums were 
transferred to her via a very heavy passive balance of payments with 
the United States, to whom Canada paid heavy interest and dividends 
on past investments and with whom her trade balance was passive by no 
less than £75 million in 1928-29. The United States had relatively little 
need for Canada’s exports, whereas Canada imported heavily of Ameri- 
can foods, raw materials, machinery, and other manufactures, which 
gained preference over the British because they were generally cheaper, 
because of similarities of United States and Canadian tastes and styles, 
fostered by American advertising, and because of the close business rela- 
tions between the two countries. 

The United States was, patently, a crucial link in many of the empire’s 
multilateral chains. There were Malaya and British India, for whose 
raw materials there was a great demand in America, while the consumers 
of these empire countries purchased most heavily of British goods. Their 
credit trade balances with the United States in 1929, £46 million and £19 
million, respectively, were a major factor (in the case of Malaya, a more 
than sufficient factor) in covering their sterling obligations.-^ On the 
other hand, the United States had a huge active trade balance with 
Canada, and smaller ones with Australia, South Africa, and New Zealand, 
giving her an active balance with the empire, outside of Great Britain, of 
$297,000,000 in 1929. The Canadian and New Zealand balances 
matched the active balances which those countries enjoyed with Great 
Britain. For South Africa heavy gold sales were the main offset. For 
Australia, who bought more heavily of both British and American goods 

Trade data from Canada, Dept, of Trade and Commerce, Trade of Canada. Balance of 
payments data from The Canadian Balance of International Payments, pp. 241-4.3. 

Malaya used her income obtained from this source and from smaller net sales to Europe 
to buy rice, copra, sugar, and cotton manufactures from other Asiatic countries. In large 
measure, however, this triangularity was only apparent, a large portion of Malayan total 
imports from the Dutch East Indies and Siam consisting of rubber, tin, and petroleum 
for transshipment, mostly to America. 

In addition, India’s active trade balance with Japan, amounting to £12.5 million in 
1928—29, largely because of heavy sales of raw cotton, was supported by the United States’ 
adverse balance with that country, about £36 million in 1929, resulting from heavy 
American purchases of raw silk. 

In contrast with India and Malaya, New Zealand had little to sell to the United States, 
whereas American machinery, petroleum, motor vehicles and miscellaneous manufactures 
supplied a fair share of the high levels of consumption of her population. 
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than she soldj the major offsets were heavy imports of British capital, 
and large sales of wool to the manufacturing countries of Europe and to 
Japan. 

There remains the very important United States balance of payments 
with Britain herself, an estimate of which appears in Table 30 (p. 252). 
Britain’s passive bilateral balance on current account of £100 mil- 
lion in 1928 contrasts with her credit balance of £222 million with 
the rest of the world in that year. The tariff and manufacturing strength 
of the United States effectively forestalled imports of British goods, 
on the one hand, whereas Britain purchased American primary prod- 
ucts in immense quantities. The inadequacy of the invisible offsets Is 
largely attributable to the war, when the United States built a large 
competing merchant marine, when the greater part of Britain’s American 
investments were liquidated, and when, finally, Britain was saddled with 
heavy war debt obligations to this country. 

This balance, or a large part of it, may be regarded as a necessary 
link in many of the transfer chains — including the major triangle de- 
scribed above — completion of which constituted equilibrium. To the ex- 
tent to which the passive bilateral balance was a relatively irreducible 
datum, Britain found offsets elsewhere in her strong net position toward 
the empire, China, Japan, and Brazil, in her reparations from Ger- 
many, and In her Invisible Income from non-empire countries. To the ex- 
tent that it was determined by purchasing power factors stemming from 
these other bilateral balances, it was their result and necessary counter- 
part. 

However, the balance was too large. Some of its relatively unyielding 
causal determinants, such as American protection and the war debts, 
required greater adjustments elsewhere than Britain proved capable of 
making. It was therefore in part a persistent obstacle to enduring equilib- 
rium, one of the constant sources of strain upon Britain’s total balance of 
payments in the 1920’s.^^ These strains were intensified by the great and 
rapid flows of capital between the two countries and by America’s widely 
fluctuating foreign lending 5 the catastrophic reduction of all imports 
from the United States after 1929 helped supply the couf cle grace to 

With the last three, the United States trade balance was passive and Britain's active, 
largely because of the former’s greater taste for coffee and heavier requirements of raw silk. 

Such weakness need not have shown in a flow of gold to the United States or an infiow 
of short-term capital therefrom. It was in fact temporarily relieved, instead, by short-term 
capital inflows from empire countries, gold exchange standard countries, and France, 
inflows in part made possible by American lending to, and purchases from, these countries. 
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the existent pattern of international relationships. This balance and the 
great European balance with Britain were an evidence both of the great 
amount of multilateral transfer consistent with equilibrium in the world 
economy of the 1920’s and of the great strains posing what proved even- 
tually to be insuperable problems of' equilibration. 



XIII. THE PATTERN IN TRANSITION 


I T IS EVIDENT that the world ecofiomy of 1929 was characterized by 
an essential interdependence of all its segments. Every transaction 
was a link in the chain of an economic process, and each link was de“ 
pendent upon the consummation of all others. As a result the whole pat- 
tern, and the real incomes dependent at every turn upon the continuance 
of trading and borrowing connections, were subject to alteration by the 
cutting of any one of the links, by the blocking of any of the channels 
through which purchasing power flowed. These conditions by no means 
precluded adjustment to change. However, the system was not infinitely 
flexible, and successful adaptation was by no means inevitable. 

In the peculiarly rapid and basic changes of the period 1919 to 1939 
the abrupt cutting of many cords brought breakdowns of the mechanism 
and the shattering of its operational unity. And when the wheels began 
at length to turn again in more or less synchronized fashion after the 
post- 1 9 29 breakdown, it w^as a fundamentally altered British and world 
system, not merely modified patterns, which emerged. 

Gradual Change, 1900-1929 

In respect to the geographical pattern of Britain’s international transac- 
tions there was no great difference between 1913, or even 1900, and 1929. 
In 1900 Britain’s trade balance (gross trade) with the empire was nega- 
tive by only £7.6 million, with non-empire countries by £161 million. In 
1913 the two balances were + 17.4 and - 15 1.3 and in 1929 both were 
again negative, by £11.3 and £370.4 million, respectively.^ The discrep- 
ancies between the two balances were evidently the product of enduring 
supply and demand dispositions.- 

The changes that occurred between 1900 and 1913 resulted primarily 
from the long intervening cyclical upswing. Heavy British capital ex- 
ports to India, Canada, and the United States show in an improvement 

^ The considerable difference from net trade figures results from the heavy British entrepot 
trade in empire goods. In net trade, the respective 1913 balances were +£60,000,000 and 
-i 1 94,000,000, and in 1929 +£26,000,000 and --£407,000,000. Comparable figures are 
not available for 1900. 

2 It is true that changes occurred in the flows of capital and interest and dividends between 
Britain, the empire, and the rest of the world, but explanation can hardly be found therein 
for the stability of this transfer pattern. 
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of the British trade balance with those countries j the balance with Ar- 
gentina failed to react only because of the rapid growth in British pur- 
chases from the emergent Argentine farmer and meat packer. America’s 
balance, nevertheless, remained heavily negative j Canada spent the 
enormous quantities of British caprial in the United States, while India 
spent them largely for British goods.^ New Zealand, Ceylon, and the 
countries of Europe on Britain's debit side, Australia, South Africa, 
Straits Settlements, India, China, Japan, Italy on the credit, all had by 
1913 found more or less their 1929 positions in relation to England and 
each other.^ 

However, there were signs of secular transformation by 1929. Britain’s 
relatively favorable position with respect to the empire was partly the 
result of a secular time lag 3 her large share in empire imports and the 
smaller empire share of British imports may thus have been expected 
gradually to converge,^ with continued development of empire supply 
capacities and increased foreign competition in empire markets. These 
developments were sped by the war. As we have seen in Chapter XI, 
above, the ratios did converge between 1900 and 1929. The reduction 
in Britain’s active balance of trade with the empire from £60,000,000 in 
1913 to only £26,000,000 in 1929, despite rising prices and improved 
terms of trade, and despite the more rapid ascent of total empire than of 
total British imports, may be attributed in part to this secular shift in 
demand-supply dispositions. 

Britain’s greatly increased debit balance with New Zealand, £19.3 
million in 1929 as compared with only £5.4 million in 1913, was an in- 

^ See T. H. Bogg*s, “Capital Investments and Trade Balances within the British Empire,’^ 
Q.J.E., XXIX (1914-15), 776, 780-925 Viner, Canada^s Balance^ pp. 280-945 Hobson, 
Exfort of Cafitaly pp. 9—10, 13—145 J. W. Root, The Trade Relations of the British 
Em fire, Liverpool, Root, 1903, pp. 286—88. 

^ An interesting confirmation in an individual case is found in the study of “Trade with 
France before and after the War,’’ by Paul Mantoux, J.R.S.S., LXXX (1917), 383-407. 
For a long time before 1913 France had an active trade balance with England, her sales 
of specialties exceeding her purchases of staple British manufactures and coal, and a heavy 
passive balance with the rest of the empire, from whom she impoited heavily of raw 
materials. Even the trade of rice and cottons from Burma and Bombay to Ceylon, o£ tea 
from Ceylon to England, and of cotton piece goods from Lancashire to India, all ofisetting- 
in a triangular circuit, was inveterate. See Root, The Trade Relations of the Britis/i 
Em fire, p. 293. 

® Indeed, the respective shares of each in the total comumftio^i of the other would show an 
even more rapid convergence, with the rise of the domestic empire producer. That is, Britain 
might retain a fairly stable share in a declining total of empire imports, and empire coun- 
tries an only slowly rising share of a rising total of British imports. 
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teresting example of the operation of these long run forces. That country 
was just emerging as a supplier of Britain’s foods, especially of dairy 
products. Her share of gross British imports rose from 2.64 percent to 
4.06 percent, her butter and cheese sales alone increasing from £1.8 mil- 
lion to £19.1 million between 1913 and 1929. Meanwhile Britain’s earlier 
predominance in her market was fast declining, although British sales 
were sustained by the rapid rise in the national income of New Zealand, 
whose imports increased considerably more than the rest of the empire 
in these years. 

The trade balances in the 1920’s also show the effects of the weakness 
in international competition of British industry in general, and of the 
staple trades in particular. Between 1913 and 1925 British sales to Italy 
rose only from £14. 6 to £18. 8 million, and the normally active trade bal- 
ance disappeared, largely because coal exports declined from 10 to 6.8 
million tons. A diminished British active balance with India in these years 
was in major part the reflection of a decline in her sales of cotton piece 
goods to that country, from £35.0 million in 1913 to £26.1 in 1929, de- 
spite the intervening price rise. Exports of new ships and cotton piece 
goods to China and Japan, similarly, declined from £13.5 to £5.5 million, 
between 1913 and 1929, offsetting a rise by £6.2 million in the remainder 
of Britain’s exports to these countries. 

Partly as a result of this and despite increased European borrowing 
in the twenties, Britain’s trade balance with the Continent became even 
more adverse than it had been in 1913.^ Although the rise in British 
imports from Europe was in large part a specific rise in Scandinavian and 
Dutch foods, it also encompassed greatly increased purchases of iron 
and steel, machinery, rayon, electrical goods, from Belgium, Germany, 
France, Switzerland, and Holland. Meanwhile British exports did not 
respond particularly to the flow of capital, except perhaps indirectly be- 
cause of the increased buying power of empire and other producers, who 
supplied the continent with the food and raw materials which it was 
enabled by British loans to purchase. 

On the other hand, the reciprocal demand and supply of Britain and 
the United States showed some signs of change to the former’s benefit. 
Britain’s exports to that country actually grew considerably faster than 
her imports from there between 1913 and 1929, despite new American 
tariffs and heavily increased British purchases of Ameiican petroleum, 

® The balance with the 14 countries listed on p. 33 aw, above, increased from £111,000,000 
in 1913 to £207,000,000 in 1929. 
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tobaccoj fruits, machinery, and automobiles. Britain’s exports to the 
United States were relatively strong only because of the much more ac- 
celerated rise of American than of world imports. But her purchases of 
American goods lagged because of the feebleness of the British cotton 
industry, and, probably even more CjTUcial, because of the relative decline 
of the American supplier in many important lines such as wheat, cot- 
ton, pork products, leather, in which he had once reigned supreme, and 
in which Argentina, Denmark, New Zealand and others were now play- 
ing a secularly increasing part.'’' The latter developments augured a 
continued secular diminution of this large bilateral balance of trade — 
amounting to £101,000,000 in 1913 and £138,000,000 in 1929 — a coun- 
terpart of the increased passive balance with these younger suppliers and 
of the decreased active balances with the major markets for British cot- 
tons. Purchasing-power factors, notably America’s shifting role from 
great payer to great receiver of foreign dividends and debt service, also 
contributed to this development. 

Rapid Change, 1929—38 

The already weakly integrated world economy and the interdependent 
patterns of international transactions which composed it were subjected 
to abrupt strains at all points by the great world depression. These 
strains set up re-equilibrating tendencies, and in fact such enormous ad- 
justments of balances of payments were made that there was reason to 
believe that had the changes been less abrupt, the declines less precipitous, 
and the willingness to play the game greater, the world economy might 
still have possessed sufficient flexibility to have righted the situation 
eventually and avoided the complete and perhaps permanent disintegra- 
tion which followed. Whether the results would have justified the costs 
is another question. 

The pressures of the period 1929-31, intensified by protection and re- 
striction, were rapidly transmitted to Britain because of her direct de- 
pendence upon debtor areas for a large part of her income. Deflation, cur- 

^ The United States supplied 67 percent of Britain’s g^ross imports of raw cotton (by value) 
in 1913, 50 percent in 1929, and 3S percent in 1931. This was largely because Britain’s 
greatest export losses were in the coarser grades of cotton goods, sold to the Far East, and 
American raw cotton consisted almost entirely of the short and medium staples used for 
such goods. In wheat the United States supplied 47-5S percent of Britain’s gross im- 
ports by volume in the years 1899 to 1902, and 20-23 percent in 1 92 8-2 9 j however, 
the share was already this low and lower in the period 1906-12. The United States sup- 
plied 4.3 percent of Britain’s gross imports of bacon and hams in 1913 and 15 percent in 
1929, and 35 percent of her leather in the former year, 16 percent in the latter. 



240 THE PATTERN IN TRANSITION 

rency depreciation, and high crisis duties resulted in a dwindling of 
Australia’s purchases of British goods from £54,2 million in 1929 to 
£14.5 in 1931. British sales to India, similarly, declined from £78 to 
£32 million, largely also because of the boycott. Other leading debtors, 
British exports to which declined particularly heavily for similar reasons, 
were Germany, Argentina, and the other countries of Latin America. 

On the other hand, as a result of the strength of Britain’s imports of 
consumption goods, Australia, New Zealand, and the Irish Free State, 
leading suppliers of meat, grain, and dairy products, supplied a rising 
share of British purchases in the period 1929-31.*^ Europe’s portion 
turned upward even more sharply in this period, from 36.2 percent in 
1929 to 43.1 percent in 19313 the greatest rises were of German manu- 
factures, dumped heavily upon the unprotected British market, Danish 
butter and bacon, and Russian grain, this last the result of erratic bounti- 
ful harvests. The United States continued to decline, from 16.1 per- 
cent to 1 2. 1 percent in these two years, her cotton and other raw material 
exports severely cut by British industrial depression, the price of her 
manufactures being well maintained, and her farmers continuing to 
lose ground in the British market as they had done throughout the 
1920’s. 

By these changes in trade alone the balances of payments of the three 
leading debtors, Australia, India, and Germany were eased in the years 
1929-31 by no less than £35, £25, and £15 million, respectively^ — 
India’s entirely by the reduction in her imports. Likewise, Britain’s large 
passive balance of trade with the fourteen leading continental European 
countries mentioned above actually rose from £207 to £214 million. 
This substantial rise in real terms was attributable to heavy imports 3 Brit- 
ish exports to these countries, who were not preponderantly debtors or 
primary producers, were considerably better sustained than her exports 
to the rest of the world. 

Some of the changes in bilateral balances were the result of continued 
long-run changes in supply and demand dispositions, whose develop- 
ment would not under ordinary conditions have been inconsistent with 
equilibrium. Many were the result of recurrent cyclical phenomena, 
which, however harsh in the short run, by no means precluded a return 

® Their combined share of Britain’s gross imports increased from 12,2 percent to 13.9 per- 
cent in this period. British purchases of Australian grains and meats actually rose in value 
terms, despite — ^indeed, partly because of — ^the fall of prices. 

® Britain’s imports from Germany declined only by 6.1 percent, while her exports to that 
country fell by 50.2 percent. 
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to the old patterns in recovery: e.g., the decreased relative importance 
among Britain’s imports of raw materials, the increased importance of 
consumption goods, the decline in international investment, and the great 
change in terms of trade. 

Other changes were in a senses equilibrative adjustments. Britain’s 
heavy imports were a fulfillment of her historic function as a source of 
exchange for the world’s distressed debtors. Incomes of these countries 
were severely reduced by loss of markets in the United States, Europe 
and Japan, as a result of depression and resurgent economic nationalism. 
European debtors were oppressed by capital flight in 1931. These pur- 
chasing power factors, supplemented by debtor countries’ tariffs, aimed at 
conserving limited exchange, helped to adjust their bilateral balances 
with Britain. 

Many of these changes involved adjustments to the blocking off of 
the more vulnerable channels of triangular transfer. The £60 million 
shift in Britain’s trade balance with Australia and India, whose non- 
empire markets had been reduced by industrial depression, meant that 
she was now taking more of her income from them bilaterally.^^ Such a 
trend to direct bilateral transfer of invisibles was less essential for the 
other empire countries, whose balances thus changed less: New Zealand 
and Canada had always had sufficient credit balances with Britain, South 
Africa had her gold sales, which were slightly higher in 1931 than in 
1929, and Malaya’s burden was doubtless reduced in part by a great 
decline in income on British investments there.^^ In keeping with the 
same trend were substantial declines of the heavy adverse British trade 
balances with the United States, Argentina, and Egypt, which had been 
in 1929 far in excess of invisible inpayments from these countries.^^ 

There could have been no equivalent offsetting’ shift in invisibles. Britain’s lending to 
India was greater in 1930 and 1931 than in 1929, and invisible receipts from these coun- 
tries were undoubtedly considerably smaller. 

If the markets of raw material producers were contracting, their outpayments for ship- 
ping services and the income earned by foreign investments therein also declined sharply. 
Whether the latter meant commercial bankruptcies or a reduction of equity earnings, it 
involved an automatic offsetting reduction of transfer burdens. The significance of this 
adjustability of equity earnings has been discussed by Erich Schiff, ‘‘Direct Investments, 
Terms of Trade, and Balance of Payments,” Q.J.E., Feb., 1942, pp. 307-20. The shifts 
in the trade balances of India and Australia alone constitute almost the entire change 
of £71 million in Britain’s balance with the empire as a whole. The rest of the empire, 
indeed, took a notably larger share of Britain’s exports in 1931 than in 1929 (31.7 percent 
and 26.3 percent, respectively), while supplying approximately the same proportion of her 
gross imports. 

In all these cases, the decline of prices and of total trade was the major factor, Britain’s 
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However^ the stability of the European balance, in the face of a heavy 
decline in invisible receipts therefrom, would seem to indicate the oppo- 
site tendency, except perhaps in the case of the increased direct transfers 
from Germany to Britain. 

Despite these equilibrative tendencies in individual parts, and the 
^hiormality” of many of the changes, this violent upsetting of inter- 
national patterns was, from the point of view of the world economy, a 
breakdown. Since each country’s difficulties were in large measure the 
result of autonomous and conscious “adjustments” of others, and since 
its own adjustments in turn created stresses elsewhere, taken as a whole 
there was mutual frustration and progressive deterioration. 

Britain’s position was growing rapidly worse in 1930 and 1931 j un- 
employment was spreading, and she was threatened with the necessity 
of living on her foreign capital, as other countries cut themselves off from 
her goods and services. The reduction in her active balance on current 
account with the empire, a reduction certainly greater than in her net 
capital exports thereto, and her increased passive balance with Europe, 
far outweighed the improvements vis-a-vis the United States and Argen- 
tina. The balances of payments of the empire and Europe may have 
been eased, but the British balance was weakened thereby. With settled 
policies and systems disintegrating all around, with each country, find- 
ing its old paths blocked, consciously seeking new paths, it was not sur- 
prising that Britain should also succumb to the desire actively to seek 
a way out. Her distress was too great to permit her further to counte- 
nance those actions by which other countries, hard pressed, were trying 
to attain equilibrium by forcing disequilibrium and unemployment on 
her., 

Not all the changes after 1933 were the result of these conscious 
British governmental policies. The pattern was altering before 1929, and 
would inevitably have continued to alter after 1929 under the impact of 
such secular causes of growth and decline as the deteriorating competitive 
position of British industry and the related rise of younger suppliers. 
The extreme depression and the foreign tariffs which it engendered 
would certainly have strengthened these forces, apart from changes in 
British trade policy. Thus the trade balances with the empire and with 
such growing non-empire oil and rubber producers as Persia and the 
Dutch East and West Indies might have been expected to become more 

imports from the United States and Argentina, in fact, declining considerably less than did 
her exports to them. 
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adverse and the balance with the United States to continue to improve, in 
any case. The disappearance of the active trade balances with China and 
Japan after 1929 must be attributed in major part to the rise of industry 
in the Far East, which seemed effectively on the road to eliminate those 
balances before that date. The same was true in the case of India, Brit- 
ain's most important market, her exports to which were in 19375 despite 
preference, exactly half of their 1929 level. In this case preference was 
a contributory factory because of it, British imports of Indian raw cot- 
ton, wheat, and leather were higher in 1937 than 1929. 

These factors alone tended to revise the geographical pattern in the 
direction of greater bilateral transfer. The most striking positive British 
balances of payments, those with the Far East, were doomed. Those 
with the empire as a whole and with the United States would probably 
have veered toward the same end. Only the European balance may not 
have tended in this direction, had it not been for British trade policy, 
in view of Britain's growing demand for continental manufactures and 
foods. 

However, such extrapolations cannot be made with complete con- 
fidence. The stimulus given to European industry by reconstruction 
might have been approaching its limits, and the adjustments of British 
industry to post-war difficulties may, on the other hand, have helped sus- 
tain her share in world exports thereafter. A continued increasing tend- 
ency of Britain to import manufactured goods would have operated 
against the empire, as would also the continued rise of the food suppliers 
of Denmark and Argentina. And many of these changes would have in- 
creased rather than decreased the relative importance of triangular 
transfer. 

Purchasing-power factors would have contributed to these changes. 
The apogee of British foreign lending for imperial development was 
reached before I9i4j Australia, which borrowed heavily during the 
twenties, was overborrowed by the end of that decade. Inevitably, rela- 
tively increased interest and dividend receipts and debt repayments would 
have contributed to a disappearance of the anomalous active British cur- 
rent balance with the empire, especially with India and Australia, with- 
out, however, thereby increasing or decreasing the triangularity of trans- 
fer.^® Shorter-run purchasing-power factors likewise had their effects, 

A diminution o£ Britain’s credit balance with an empire country as a result of the 
substitution of a capital repayment therefrom for a previous equal capital export thereto, 
by the same amount as the credit balance was previously increased by that capital export. 
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with little relatioa to British trade policy. Increased South African in- 
comesj resulting more from expanded gold sales than from increased 
British lending, help explain why that country became Britain’s major 
market after 1936 and almost alone continued to provide Britain with 
an active bilateral trade balance in 1937. The capital flows from Britain 
to Wall Street from 1935 to 1937 could have had little effect on actual 
expenditures, because of the easy money policies in Britain and the 
United States and offsetting operations by the British authorities. How- 
ever, the continuous flows in the years 1932-37 from sterling area and 
gold bloc to Britain contributed to easy money there, intensified gold- 
bloc deflation, and hence must have had considerable effect on bilateral 
current balances. 

Finally, there were cyclical factors which would have been effective in 
any event: increased purchasing power (after 1933) of primary pro- 
ducing areas, greatly increased British purchases of raw materials, and, 
at the peak of the boom, of European and American iron, steel, and ma- 
chinery. 

The empire clearly obtained greater absolute, demonstrable benefits 
from imperial preference than did Britain.^** Empire countries (exclud- 
ing Eire) increased their share of Britain’s gross imports from 25.7 per- 
cent in 1929 to 37.9 percent in 1938, while Britain was not able to hold 
permanently a larger percentage of total empire imports than she held in 
1929. Thus, the greater share which the empire took of Britain’s ex- 
ports, 39.5 percent in 1929 and 45.6 percent in 1938, was the result en- 
tirely of a more rapid rise of their total imports than of British exports. 
The approximately equivalent increase in the portion of total empire 
exports going to Britain, from 34.1 percent to 40.6 percent in the same 
period, is on the contrary attributable entirely to the increased partici- 
pation of these countries in the British market, since Britain’s total re- 
tained imports and the empire’s total exports fell about equally. When 
we realize, in addition, that these roughly equal rises in the proportion 
of exports of each taken by the other relate to totals which behaved quite 
differently, British exports declining by 28.5 percent and empire exports 
by only 13.7 percent between 1929 and 1937, the discrepancy in absolute 
benefits becomes even clearer. In this period Britain’s exports to the 

demand and supply dispositions being unaltered, represents no change whatsoever in the 
relative importance of triangular transfer. 

See Heaton, The British Way to Recovery ^ pp. 73-75, and above, p. 212, 
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empire declined by 22 percent, while her retained imports therefrom 
rose by the same percentages^ 

Britain, extending imperial preference generally for the first time, ex- 
perienced a much more marked diversion of her import trade than 
did the Dominions, who had long discriminated in favor of her goods. 
Moreover, Britain’s tariff, being of necessity aimed primarily at manu- 
factures, did not particularly injure the empire’s primary producers 
directly j the rather meager successes of agricultural protection were, as 
we have seen, almost entirely at the expense of other producers. On the 
other hand, the greatly increased tariffs of Canada, Australia, and India, 
who were thoroughly committed to a policy of high protection, were a 
serious blow to Britain. The concessions which she obtained at Ottawa did 
not fundamentally alter those policies. 

Thus, Britain’s trade balance with the empire shifted by fully £138 
million between 1929 and 1937, and by £128 million between 1929 and 
1938. Of the £63 million rise between 1935 and 1937 (in an adverse 
balance), Canada accounted for 25 and India 20 millions. In the case of 
Canada, the cause was the great rise in Britain’s imports of her primary 
products, notably nonferrous metals, wood products, and bacon and 
hams, partly because of boom demands and rising prices, partly because 
of the longer-run diversion to Canada of much that would without pref- 
erence have been purchased from foreign suppliers. British exports to 
that highly protectionist country meanwhile did no better than those to 
the rest of the empire.^® In the case of India, the situation was exactly 
the reverse, Britain’s imports from there increasing between 1929 and 
1937 only approximately as much as from the empire as a whole, but her 
exports failing almost completely to recover from their depression low. 
The expanded British passive balance with the other empire countries 
was primarily a price change, but part of the remaining shift in compari- 
son with 1929 mirrored also her increased imports of colonial raw ma- 
terials, and the secular development of these younger regions as sup- 
pliers.^^ 

The respective changes between 1929 and 1938 were -27.7 percent and +13.0 percent. 
Of course, it is impossible to say how rapidly the British share of the empire market 
would have declined had it not been for preference. 

British imports from Canada rose by 91 percent between 1929 and 1937 and 67 percent 
between 1929 and 1938, as against rises of only 22 percent and 13 percent for the entire 
empire in these respective periods. The year 1929 was apparently abnormally bad for 
Canada j the rise from 1928 to 1937 was 54 percent. 

The outstanding example is Northern Rhodesia, Britain’s balance with which was posi- 
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British imports of manufactures from Belgium, Germany, France, the 
Netherlands, Italy, Switzerland, Czechoslovakia, and the United States 
were in 1933 one-third to one-half of their 1931 levels, as a result of the 
tariff. Since the major damage to her exports to these countries had 
already been done, these adverse bgilances fell headlong. After 1933, 
however, Britain's demand for their products recovered strongly. As 
recovery turned into boom, there came in over the tariff machinery, 
chemicals, iron and steel products (duties on some of the latter being 
temporarily reduced because of domestic shortages), and motor vehicles, 
as well as nonferrous metals and refined oils, with the result that these 
adverse balances recovered some of the ground lost in 1932. There were 
considerable gains also by producers of certain raw materials, in which 
the empire (and British) supplier bulked relatively small, and where, 
hence, neither tariff nor preference had much effect: notably by Iran, 
Java, and the Dutch West Indies, because of their oil. Especially striking 
was the great increase in Britain's imports of Swedish and Finnish timber 
after 1931, because of the heavy demands created by her building boom. 

On the other hand, pressure on non-empire food producers continued 
after 1933. Consequently, while Britain's negative balances with the 
manufacturing countries recovered after 1933, and more rapidly after 
1935, those of the food producers, Argentina, Denmark, and Poland, 
continued to decline between 1933 and 1935.^^ 

As we have already stated, it was an avowed purpose of Britain’s trade 
agreement program, explicitly set forth in many of the treaties, to reduce 
her passive trade balances with the contracting non-empire countries.^^ 
Her exports were favored by special concessions j only on wood products 
did England offer these countries important tariff reductions. This was 
simple bilateralism. Thus, the high shares which these countries enjoyed 
of Britain’s imports and the relatively low shares which they took of 

tive by about £150,000 in i9Z9 and negative by some £1.5 and £5,2 million in 1935 and 
1937. Rhodesian copper supplies the explanation. 

See pp. 2 1 6-^17, above. British imports from the Netherlands, Sweden, and Finland 
recovered from 1933 to 1935, but this recovery was confined to goods other than food, 
and a decline of the German balance was due primarily to decreased British food pur- 
chases. Only from the United States, among the non-empire countries, did Britain’s Class I 
imports rise strongly, and that expansion was mainly of products in which the empire did 
not compete strongly^ — ^tobacco, and, to a less extent, fish and tinned fruits. United States 
sales of lard, bacon, and hams, preferred empire foods, declined in these years. 

See Tasca, World Trading Systems^ p, 54. The Russian agreement stipulated a reduce 
tion of the ratio between British imports from Russia and her exports thereto, by stages, 
from 1.7 in 1934 to i.i in 1938 and thereafter. 
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her exports began to converge during the years i 933 -“ 35 — movements 
inverse to those of the comparable United Kingdom-Empire trade ra- 
tios.“^ The high British debit trade balances with the agreement coun- 
tries, far above any net invisible receipts from them, were reduced as a 
direct consequence. 

The Pattern in 1937 

In a period of such swift and basic economic change, when the old 
was being destroyed and the outlines of the new were still vague, when 
some policies looked backward and others forward, and the spread of 
nationalism paved the way to war — there was no “normal’’ year. The 
following survey of the situation in 1937 undertaken only as a con- 
venient means of showing how radically the pattern of Great Britain’s 
trade had changed in the mere eight years following 1929. 

Britain’s invisible receipts from the countries of the empire, as from 
the entire world, were undoubtedly smaller in 1937 than in 1929, with 
the possible exception of shipping earnings inflated by suddenly soaring 
freight rates. Her return on investments of perhaps £120 million was 
some £30 million less, because of lower earnings, conversions, and re- 
payments. Reduced home charges from India reflected diminished In- 
dian government capital expenditures in England for railroad construc- 
tion. Including an estimated £50 million of shipping earnings, here was 
a total of transfers on the order of £200 million as against perhaps £240 
in 1929.^^ On the other hand, net inflows of British capital seem to have 
fallen from perhaps £25 million in 1929 to zero in 1937.^^ Thus, in the 
whole invisible account there seems to have been, if anything, some net 
reduction between 1929 and 1937 in the amount to be transferred from 
the empire to England. 

The merchandise trade balance, however, showed a fundamental 
change. In 1929 there had been a balance in favor of Britain by £25 
million, raising the multilateral transfer burden from £215 (including 
capital movements) to £240 million. In 1937 ^ balance in favor of the 
empire by £i 13 million sharply cut this net burden to but £85 million. 

^^The ratio between the shares of Britain’s domestic exports and gross imports, respec- 
tively, purchased and supplied by Finland, the Baltic States, U.S.S.R., Norway, Sweden, 
Denmark, and Argentina, rose from 0.51 in 1929 and 0.59-0.61 in 1931-32, to 0.73—0.74 
in 1936-37 and 0.87 in 1938. 

See p. 22 1», above. 

According to Kindersley, in 1937 all new issues in London were almost exactly offset by 
repayments, and tliis seems to have been roughly true of empire issues as well. 
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The residual gap was more than amply filled by greatly expanded 
empire gold sales. In 1929 gold exports from empire producing coun- 
tries were £59 million. In 1937, stimulated by the great rise in the price 
of gold in terms of their currencies, such exports amounted to no less 
than £126 million, and the disgorgi^ng from Indians hoards, a flow al- 
ready much reduced, brought the total to £139 million.-^ In 1937^ ac- 
cordingly, the empire could obtain directly from England more sterling 
than it needed to meet its direct bilateral obligations.-*^ 

The demand and supply situation of the empire with respect to Britain 
had clearly shifted to a position less adverse. In 1929 the ratio between 
the respective shares of empire imports and exports which Britain sup- 
plied and took was i.oo, whereas Britain’s comparable ratio in relation to 
the entire world was 0.705. In 1937, the ratios were 0.77 and 0.58, re- 
spectively. 

The divergencies between the various empire countries had also dimin- 
ished, mainly by individual changes in the direction indicated for the 
empire as a whole. South Africa’s increased merchandise trade balance 
with Britain (£18,000,000 in 1929, and £28,000,000 in 1938) was not an 
exception j it was on the contrary merely an equilibrative adjustment to 
her rising purchasing power, from gold sales and capital imports. The 
situations of New Zealand and Ceylon, who in 1929 apparently had no 
problem of multilateral transfer of their obligations to England, were 
also generally unchanged, in relation to both the mother country and the 
rest of the world. New Zealand continued to gain notably as a supplier of 
Britain’s food, but, her industry being as yet young, she also was com- 
paratively generous in her tariff concessions j her purchases were thus 
relatively well sustained. In the case of Ceylon, a quota discriminating 
against Japanese goods preserved a large part of her market for Lan- 
cashire. 

Malaya was the one real exception, retaining roughly her 1929 posi- 
tion. Britain supplied 15.44 percent of her imports in 1937 and took only 
10.95 percent of her exports. The ratio of 1.41 between these two fig- 
ures contrasts with the much lower ratios of Britain in relation to the 
empire and the world, and their discrepancy shows the persistent tend- 

Sources, respective official trade statistics. Canadian and Indian data for years beginning- 
April I, Austi'alian July 1, 1937* Other producing countries — South Africa, Rhodesia, 
Gold Coast, New Zealand. 

“f.Gold could always buy sterling, to whomever it was actually sold. Sterling may no 
longer have been regarded as good as gold; except in the gold scare of early 1937, how- 
ever, gold was certainly still as good as sterling. 
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ency of reciprocal demand-supply dispositions, reinforced by preference, 
to favor Britain. The United States and continental Europe still provided 
Malaya with a trade balance more than sufficiently active to settle her 
accounts with the mother country. 

The really great changes between 1929 and 1937 were made by India, 
Australia, and Canada. Of the £138 million shift of the empire’s trade 
balance with Britain from 1929 to 1937, these three countries alone ac- 
counted for £131 million. They had made the greatest strides in dispens- 
ing with British goods and, given current expectations as to yields from 
investment there, with British capital as well. While the portion of 
British exports going to the rest of the empire, excluding Eire, rose from 
16.6 percent to 24.9 percent between 1929 and 1938, the Indian share 
declined from 10.7 percent to 7.7 percent, and the Canadian and Aus- 
tralian combined rose only from 12.2 percent to 12.9 percent. Meanwhile 
the share of these three countries in Britain’s imports rose from 15.95 per- 
cent in 1924 and 13.5 percent in 1929 to 22.45 pe^'cent In 1938. Canada’s 
resultant bilateral credit was increased also by the reduction of her in- 
terest and dividend and other invisible obligations, although this was 
offset in part by increased capital repayments. Here apparently was 
more, rather than less, multilateral transfer for Britain, although in. 
Canada’s position taken as a whole, there was a definite trend to bilat- 
eralism.^^ 

The change in Australia’s economic relations with England clearly re- 
duced the importance of triangular transfer. Her interest and dividend 
and shipping service obligations to that country, perhaps £35 million in 
1937, were now mainly covered by a £27.5 million active bilateral trade 
balance and by increased gold exports. This change in trade could not 
have been caused entirely by the great decline in her foreign borrowing, 
the effect of which was offset somewhat by heavy conversion operations, 
which reduced the burden of her debt service. The concomitant disap- 
pearance of Australia’s £30 million passive trade balance of 1928-29 with 
the United States, and the reduction of her large active balance with the 
heavy wool buyers, France, Belgium, Japan, Germany, and Italy, from 

Her tariff and industrial g^rowth, increased gold sales, and the change from heavy im- 
ports to heavy repayments of Ameidca’s capital, effected a very great reduction in her 
huge adverse current balance with the United States, including gold, from an annual 
debit of $170 to $300 million in 1926-30 almost to zero from 1935 to 1937. Similarly 
her heavy active trade and current balance with the world outside England and the United 
States also declined very greatly. See T/:^e Canadian Balance of Iniermtional Faymenu^ 
pp. 241-43. 
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£34,9 million in that year to £19.6 in 1936-375 show an unmistakable 

trend to bilateralism.^® 

The Indian case is at once the simplest and the most striking. Indians 
invisible obligations were almost exclusively obligations to England. Yet 
normally England was the only mapr country with whom her balance 
of trade was passive 5 and India was one of the few leading countries with 
whom England’s balance was active — ^an extreme case of multilateral 
transfer. Table 29 shows the elimination of India’s great offsetting tri- 
angular trade balances with Britain and the rest of the worldj under in- 
fluence of depression, economic nationalism, and secular growth and 
change.^’’*' 

Table 29 

Indian Balances of Private, Sea-borne Merchandise Trade® 


(Rs ooofooo) 


Year Begin-- 
ning Afrit 1 

Total 

With U.K. 

WilA Rest 
of World 

1928 

+768 

-442 

+ 1,210 

1931 

+295 

- 19 

+ 315 

1932 

- 3 

-120 

+ 1 17 

1935 

+261 

- 17 

+ 278 

1936 

+708 

+154 

+ 555 


® Source, Annual Statement of the Sea-Borne Trade of British India. Exports are of Indian 
produce alone, imports are gross. 


As Britain took an increased share of her invisible empire incomes 
directly from these countries, she took a decreased portion indirectly 
through foreign countries. Her debit trade balance with the non-empire 
world was in 1937 £90 million less than in 1929. Net invisible receipts 
therefrom could not possibly have fallen so far, in view, among other 
things, of the decline of new European and South American issues floated 

The greater decline in adverse than in active merchandise trade balances min*ors, of 
course, the adjustment of Australians total balance to her diminished foreign borrowing, 
^"^The stability of the total balance of trade indicates that this readjustment was not 
simply the result of a net change in the flow of invisibles (nor could there have occurred 
any important alteration in their direction or geographical distribution), but instead en- 
tailed a real movement toward the eradication of multilateral transfer. 

Application of the method of measuring bilateral trade mentioned in p. aaow, above, 
shows a decline in the proportion of India’s triangular trade from 22 percent in 1929—30 
to S percent in 1935—3 d. B. K. Madan, ^‘Bilateralism and Indian Trade and Bilateral 
Treaties,” Indian Journal of Economics^ XIX, Part i (1938), 52—53. This method is less 
open to the objections which we cited above when applied to India, because of the almost 
exclusive concentration of all India’s invisible transactions in its balance with Britain, 
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in London. This change was in major part the result of a conscious redirec- 
tion^ through British protection and preference. It was also in large 
measure an equilibrating adjustment, which would have had to come, 
whether by British tariff or otherwise. The decline of American and 
European purchases of empire raw materials, for example, resulted in- 
directly in a relative decline of British purchasing power, which tended 
automatically to bring a compensatory reduction of her balances with 
these countries. There is, however, no proof that such automatic tenden- 
cies would alone have been adequate to forestall such a serious weakening 
of Britain’s total position as in fact occurred from 1929 to 1931, when 
the adverse balance with Europe increased, despite the considerable de- 
terioration of Britain’s balance of payments with the empire. 

With British policy changes as the major factor, the share of imports 
coming from the three leading areas, continental Europe, the United 
States, and Argentina, declined from 59.0 percent to 48.3 percent be- 
tween 1929 and 1938, while the portion of her exports to them rose from 
40.1 percent to 41.3 percent. As an inevitable counterpart, attributable 
in part to a resultant relative decline of European purchasing power 
relative to the empire, and the many trade controls which European 
countries were thereby forced to adopt, the share of its total exports 
which the empire (outside the British Isles) sent to the Continent (ex- 
cluding Russia and the Baltic States) declined from 25.1 percent to 18.8 
percent between 1929 and 1937, the share of its imports from there only 
from 1 2. 1 percent to 1 1.9 percent.^® In this manner, multilateral transfer 
was forced out. 

Germany was one of the most dramatic cases. In the increase of her 
active balance of trade with Britain from RM 286,000,000 in 1928 to 
RM 680,000,000 in 1931, and the concurrent reduction of her passive 
balance with the remainder of the empire from RM 1,369,000,000 to 
RM 442,000,000, we see the remarkable success of the great German 
program utilizing trade restriction, deflation, and exploitation of the un- 
protected British market, in order to remain solvent, in the face of heavy 
debt and reparations obligations, sharply reduced capital inflows, capital 
flight, and shrinking markets. The pressure of deflation and unemploy- 
ment was thus transferred in part to Britain and to empire exporters. The 
British tariff negated Germany’s efforts, reducing the bilateral balance 
below the 1928 level, and the latter’s trade balance with the empire as a 
whole became once more strongly passive as a result. Germany’s only re- 

Cleona Lewis, Nazi Eurofe and World Trade^ Washington, Brookings, 1941, p. 162. 
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sort now was to strict exchange control^ bilateralism^ and a program o£ 
self-sufficiency. By cutting her imports from the empire outside of Britain 
almost to zero/^ she attained again an active trade balance with the entire 
empire. The resultj as in the period 1 929-3 1, was mutual impoverish- 
ment. 

The position of the important United States link in Britain’s transfer 
patterns was also radically altered in the period 1929-37. As Table 30 
indicates, the huge bilateral current balance between the two countries 
was greatly reduced by British trade policy and by her default on war 
debts, which more than offset declines in her invisible incomes from the 
United States.^^ 


Table 30 

Anglo-American Balance of Payments, 1928, 1936, and 1937^^ 

{$OOOyOOo) 



ig28 

1936 

^937 

Merchandise, adjusted (excluding silver)^ 

+55 J 

-^285 

+3S1 

Freight and shipping 

-120^ 

- 20 

- 34 

Interest and dividends 

- 63 

- 32 

- 50 

Tourist and immigrant remittances 

“ 33 

- 12 

- 41 

Other invisibles ^ 


- 28 

- 28 

War debts 

•fi6i 



Balance on current account 

+496 

+193 

+228 


® Sources: 1928 from “The Ang-lo-Amerkan Balance of Payments in 1928,” Statist^ CXIV 
(1929), 374-75 j i93<) adapted from “America’s Balance of Payments,” Economist^ 
CXXVIII (1937), 6175 1937, adapted from “British-American Trade Agreement,” 
SuppL, Eco 7 iomistj Nov. 26, 1938, p. i. The debits and credits are from the American 
point of view. The 1928 estimates are probably only roughly comparable with those for 
1936 and 1937. 

^ Silver (a one-way trade from U.K. to the U.S,A.) is excluded because Britain produces 
none, her heavy purchases and sales representing simple transit trade. Estimated non- 
British products imported into the United States from Britain in 1936 and 1937 likewise 
excluded by the author. 

® Includes ship chandling and repairs, insurance, royalties, etc. 

^ Insurance payments and premia alone. 

German imports from Canada declined from RM 3 86 million in 1927 to 99 in 1931 
and 12 in 1935, from Australia from 264 in 1928 to 100 in 1931 and 10 in 1935. All 
from Schlie, Die britische EandelsfolUik ^ pp. 212—19. 

Inclusion of gold and the rather heavy inflows of British capital into the United States 
in the latter years might seem necessary to give the true equilibrium picture. However, the 
gold was mainly metal belonging to other countries, passing through London. And the 
capital flow was mainly speculative, and distorts rather than clarifies the equilibrium 
bilateral situation, particularly since neither gold nor capital flows could have particularly 
influenced relative levels of purchasing power, and hence the current balance. 
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The United States’ balance of trade with the remainder of the British 
empire^ it will be recalled, customarily completed some triangles, and 
left others even wider open. These situations were greatly altered after 
1929. India’s increasing direct transfer to Britain was both forced upon 
her by and itself helped cause a decline in her active trade balance with 
America, from $94 million in 1929 to $60 million in 1937. Australia was 
forced by the loss of foreign markets and British capital to restrict her 
American purchases, and her heavy adverse trade balance of 1929 with 
the United States actually turned slightly positive in 1937. Canada’s 
heavy adverse balance with the United States declined drastically. Only 
the balances of South Africa and Malaya showed little change, the one 
remaining heavily negative, the other heavily positive j the complete 
transfer systems of both, as we have seen, were little altered in these 
years. 

For all but South Africa and Malaya, however, and for the empire 
as a whole, the heavy bilateral current balances with the United States, 
whether active or passive, tended to disappear. The result is that by 1936 
the large current balance of 1929 of the United States with the British 
Empire in favor of the former was gone.®^ As we have seen, these changes 
were not the simple result of the decline in international lending. The 
disappearance of large bilateral balances definitely involved a disappear- 
ance of multilateral transfer. 

In 1929 the United States and the fourteen European countries listed 
above, while accounting for only about 13.5 percent of Britain’s total 
foreign investments, at the same time made up fully 90 percent of Brit- 
ain’s net adverse commodity trade balance, the vehicle for the importa- 
tion of income therefrom. In 1937 they contained 14.2 percent of the 
investment total, but now accounted for only 48 percent of that net trade 
balance. This is a fair indication of the headlong disruption of the old 
system, with its relatively high degree of triangularity.'"- 

Perhaps the crucial distinction between commercial policies of the 
1930’s and the older protectionism lies in the former’s conscious discrimi- 
nation between countries as well as goods. The distinction is not hard and 
fastj ordinary tariffs inevitably hit certain countries more than others^ 
and these newer policies fell with different weight upon different goods. 

Economist: ^^Amenca’s Balance of Payments,” CXXVIII (1937), 617-18, 

American Trade Agfreement,” SuppL, Nov. 26, 1938, p. i. 

Hirschmann’s index of bilateralism, for England, in which 1 00 represents the complete 
absence of bilateral tendencies, shows a decline from 25.8 in 1929 to 17.5 in 1937. Cited 
by Condliffe, The Reconstruction of World Trade ^ pp. 282—83. 
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Bilateralism is, after all, merely an extreme and narrow protectionism. 
Nevertheless, the newer developments awaited, and themselves necessi- 
tated, far greater governmental intervention in economic life than the 
old. Bilateralism resulted when governments undertook actively to push 
exports by demanding preferential treatment, something they could best 
exact only from those from whom they bought more than sold. It re- 
sulted also from extreme efforts to maintain balance of payments “equi- 
librium^^ by conscious detailed controls, which led rather naturally to a 
narrow barter psychology. And it intensified the breakdown of the world 
economy. 

British policy after 1931 exhibited these bilateral characteristics. Nev- 
ertheless, this represented no consistent and conscious purpose. A govern- 
ment, subject to the usual pressures, was, like other governments, trying 
to combat the depression by cutting imports, by forcing debtor countries 
to pay, and by fostering exports — ^the last, by encouraging industrial re- 
organization and by bargaining with other countries. There was no single 
motivation, no single policy.^^ The reduction of multilateral transfer 
consequent upon the tariff was only an incidental effect, although doubt- 
less protection was motivated in part by a desire to stop buying from those 
who would not buy British goods. Britain’s major motive in extending 
empire preference was a desire to expand exports rather than to obtain 
more of her net invisible incomes bilaterally. Thus, there was disillusion- 
ment at the failure of empire purchases to recover as greatly as British 
imports from the empire, even though this involved stricter bilateral bal- 
ancing. However, it was inevitable that these desertions from laissez 
faire entail strong bilateral tendencies, conscious or unconscious. Prag- 
matic government negotiation is the essence of economic control, and 
ad hoc negotiations are usually bilateral. 

There is no doubt that by arbitrarily diverting trade, by helping dis- 
rupt the settled interdependent connections of an operating mechanism, 
these new policies contributed toward frustration of optimum interna- 
tional specialization and reduction of the British incomes particularly 
dependent upon her specialized position. Britain could not offer an ade- 
quate demand for the surplus products of the world’s primary producers, 
upon the maintenance of whose purchasing power much of her income 
depended. If she refused to take the manufactures of the continent of 
Europe, she inevitably reduced their demand for those surplus primary 

See Tasca, World Trading Systems j p. 146 and chap. xii. 
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products^ and thus indirectly cut down the ability of primary producers 
to meet their obligations to her and to buy her goods.^*^ 

Nevertheless^ it must be remembered that the old order was being 
disrupted without the aid of British policy and that Britain adhered long- 
est to free trade while her unemployment grew and tariffs multiplied 
against her goods. It was inevitable for her finally to fall into line and 
seek to shield herself from the strains imposed by strict adherence to the 
rules. It is not surprising that in time of stress she abandoned the poten- 
tial maximization of income offered by free multilateralism for the more 
tangible goal of preserving or increasing what she could, while the world 
did the same. Nor were these efforts fruitless. Empire preference re- 
tarded the rise of protection within the empire, and trade treaties brought 
real concessions to British exporters. 

With the advent of a measure of internal recovery the time may have 
come in Britain for halting these restrictive defensive policies j a con- 
certed international effort at reconstruction of the older patterns may 
once again have been a real possibility. Opportunism may have been the 
only possibility in the years 1931-355 1936-37 may on the other hand 
have called for a bolder stand. England might have tried to lead the way 
to a restoration of world trade along controlled lines/^ or joined whole- 
heartedly in totalitarian economic warfare. Or she might have given 
substance to her verbal espousal of the most-favored-nation cause by sup- 
porting Mr. Hull in his devout pursuit of free trade.'^^^ 

There was mounting pressure for the latter course. The fundamental 
supply and demand factors which gave rise to the international pattern 
of 1913 and 1929 had by no means been destroyed. The artificial sev- 
erance of established connections had created prolonged maladjustments 
and complaints. The dominions were coming to realize that a slowly ex- 
panding British market could never take all their great and growing 
primary production. British agricultural protection increased their dis- 
content with preference, which hampered their ability to grant reciprocal 
concessions to foreigners who might take more of their goods. Countries 

See, for example, P.E.P., Report on International Trade^ pp. 44—45, 695 Robertson, 
“The Future of International Trade,” Econ. Jour.^ LXVIII (1938), 13 j and Leag-ue of 
Nations, World Economic Survey ^ 1935“'36, pp. 179—84. 

See the persuasive arg:ument of Paul Einzig, Exchange Control^ New York, Macmillan, 
1934 , chap, xiii, and The Exchange Clearing System^ New York, Macmillan, 1935. 

P.E.P., Report on International Trade^ pp. 71—753 “The Empire and the World,” 
Economist^ CXXVII (1937), 250. 
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of Europe starved for raw materials complained that they could not buy 
empire products if neither Britain nor the empire would take their manu- 
factures. The persistence of depressed British export areas led to com- 
plaints, on the British side, of inadequate tariff concessions by dominions 
committed to protection, and British farmers resented the preferential 
treatment to empire agricultural products.®*^ The British diplomacy of 
conciliation reinforced arguments that peace was impossible while eco- 
nomic warfare raged. The colonies resented the exclusion of cheap for- 
eign goods, and dissatisfied countries justifiably used empire discrimina- 
tion to press their ^^have” and ‘"have-not” propaganda.^® 

The policies which culminated in the trade agreement with the United 
States were an attempt to abandon some of these temporary controls. 
Dominion trade policies became increasingly liberal after 1934. Britain's 
participation in the Tripartite Currency Agreement of 1936 was an at- 
tempt to restore currency unity to the world beyond the sterling area. 
And in the American trade agreement of 1939, empire preference was 
relaxed, with the consent of Canada, and the most favored nation clause, 
with its corollary policy of undiscriminating universal tariff reductions, 
was extended.®^ However, political raffrochement was also an important 
factor in the agreement, and in fact in this immediate prelude to war 
there was no longer any strictly economic policy. After Munich Britain 
reluctantly entered into totalitarian economic warfare, with fighting 
funds, and political “lending.” 

The British situation in the years just before the war was a hybrid 
situation, its policy a hybrid policy. Great changes had been wrought, but 
the trends had by no means been brought to their logical conclusion. Tri- 
angularity was greatly diminished but persisted, and it had a basis in 
actual unchanged supply and demand conditions. And increasing dissatis- 
faction with the changes of the thirties augured a possible reversal rather 
than a continuation of the recent trends. 

See Benham, Great Britain under Protection^ pp. 8o~86, 108-9, and the predictions by 
Beveridge, Tariffs: the Case Examined^ pp, 137-46, and Angell, If Britain Is to Live, 
pp. 84 --' 87 . 

Robertson, “The Future of International Trade,” Econ. Jour,, XLVIII (1938), 14. 

See Norman Crump, “The Anglo-American Trade Agreement,” Lloyd’s Bank Ltd. Mo. 
Rev., n.s., IX (1938), 601-65 Kreider, The Anglo-American Trade Agreement, fasshn. 
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XIV. THE BRITISH ECONOMY 
IN TRANSITION 


T he most vital changes in the international economic position of 
Great Britain in the years 1919-39 were the improvement in 
her barter terms of international exchange, the decrease in her 
exports of capital, and the deterioration in the competitive power of her 
industry^ The first was a windfall addition to real income, to the extent 
that the economy was able to take full advantage of it. The second offered 
an increased potentiality for consumption or domestic investment, with- 
out involving a change in income, strictly defined. The third meant a 
real decline in income, the extent of which depended mainly upon the 
elasticity of Britain's demand for foreign goods, services, and securities. 
All imposed upon the British economy a need for enormous readjust- 
ments, which were in continuous process during the entire period. 

As we have seen, these three changes joined in causing a decline of 
income and severe unemployment in Britain’s export industries (and 
reduced incomes of her investing classes), with a tendency for both to be 
spread over the entire economy by the multiplier effect. There were other 
causes of a British unemployment in the period 1919-39 which was in- 
ordinate by pre-war standards.^ However, its heavy concentration in the 

^ See Chapter VIII, particularly pp. 152— 57, above. 

^ See Liberal Industrial Inquiry, Britain's Industrial Future ^ pp. 21-24} MacM. Co nun., 
Refortj pp. 48—49, Evidence, II, 253} Clay, The Post-War Unemfloyment Problem, 
fassim; Beveridge, ‘‘An Analysis of Unemployment,” Economica, n.s., Ill (1936), 35 7-86, 
IV (1937), 1-17, 168— S3. Overexpansion of the engineering and metal industries during 
the World War, of shipbuilding, textiles, and coal in the years immediately following, and 
fluctuations in government subsidies to the building industry, were also largely responsible 
for this heavy unemployment. See also Colin Clark, “Statistical Studies,” Econ. Jour., 
XLI (1931), 347-49. 

Wages in export industries declined considerably, indicating that, rather than high wages 
explaining unemployment, falling wages and employment were both caused by outside 
factors. Nevertheless, a greater flexibility in real hourly wage rates, which had increased 
very considerably, would undoubtedly have prevented so great an increase in unemploy- 
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staple export trades indicates that it was primarily a result of Britain's 
altered international economic position and, in particular, of her waning 
competitive power in world markets.^ 

merit as actually occurred. And the stability of wages in industries serving the domestic 
market (the “sheltered trades”) may well hrfve impeded the very necessary reabsorption 
of the unemployed into the supply of the home market. For the most naive statements of 
the relation of high wages to unemployment, see Jacques Rueff, “Les Variations du 
chomage en Angleterre,” Revue foUtique et farle^nentalre^ CXXV (1925), 425-36, and 
Loveday, Britain ani World, Trade^ pp. 172-77. See the more sophisticated discussions 
of Pigou, “Wage Policy and Unemployment,” Econ. Jour.y XXXVII (1927), 355—68, 
especially, p. 357^,- Clay, “Unemployment and Wage Rates,” Econ. Jour.y XXXVIII 
(192S), 3, 5, and fassim (1928)5 Cole, British Trade and Industry y pp. 305-145 MacM. 
Comm., Evidenccy I, 247, 313, II, 48—49, 78, 254. 

The immobility and conservatism of British labor also prevented adaptations which 
might have mitigated unemployment. See Balfour Comm., Final Refort, pp. 236—42. 
Colin Clark offers the suggestion that the meager distribution of the benefits of education 
in Britain helped to account for the failure of labor to move more rapidly from old to 
new, and particularly from unskilled to skilled, occupations. The Conditions of Economic 
ProgresSy pp, 224, 231, 237-39. Additional “transitional” unemployment was created by 
technological renovation of British industry, mechanization of coal mines, modernization of 
iron and steel mills, with the result that stable or declining output meant declining or 
rapidly declining employment. See Gregory, “Rationalisation and Technological Unem- 
ployment,” Econ. Jour.y XL (1930), 558—655 (D. H. Robertson), MacM. Comm., 
Evidencey I, 324. 

^ This situation can be expressed in savings-investmcnt terminology. Despite their decline 
in comparison with 1913, there is evidence that savings were in the 1920’s still excessive 
in relation to available investment outlets. For this the weakness of the balance of pay- 
ments position was partly to blame, since, while Britain remained on gold, interest rates 
had to be so high that they impeded the absorption of savings in domestic industry. And 
the real level of foreign investment (as measured by the positive current balance) was 
greatly reduced in comparison with 1913. The result may be said to have been a consid- 
erable excess of savings over investment. See MacM. Comm., EvideneCy I, 267— 68, 331—32, 
335) 34^ (Keynes and Robertson), II, 89-90 (Pigou), Refot^ty pp. 192 ff.j Keynes, A 
Treatise on Money y 11 , 188-S95 Witt Bow^den, “Surplus Labor and the Social Wage in 
Great Britain,” Amer. Econ. Rev., XXVII (1937), 31—44. 

Nevertheless it seems a little ridiculous to blame “oversaving” or “underconsumption” 
for the British difficulties of the 1920’s. If they had been the causes, the most depressed 
industries would have been those serving the domestic market. The contrary was the case. 
Or imports of foreign consumption goods might have been weak 5 as a matter of fact they 
were strong, and the balance of payments was weakened, because of the decline in savings. 
If insufficiency of foreign “investment” had been the cause, presumably increased sub- 
scription to foreign issues would have eased the situation. In actual fact, it would not. It 
wmuld have been accompanied mainly by an equilibrating inflow of short-term capital — 
i.e.) net foreign investment would not have been appreciably increased thereby, and domes- 
tic investment would have had to be further discouraged by high interest rates. The situa- 
tion of the 1920’s may be said to have been tantamount to an excess of savings over invest- 
ments a decrease of savings or an increase of investment might have served to remove the 
deflation. However, these words lose all precise meaning -when made to cover a situation 
where decreased savings (with resultant* disequilibrating effects upon, the balance of pay- 
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Whatever the causes o£ unemployment, what was required was the 
quickest and greatest possible absorption o£ the labor displaced £rom ex- 
port industries into production £or the home market.^^ Of course, it was 
desirable that costs be reduced and labor be re-employed in old and new 
export trades as well. For the most part, however, this was not possible, 
and the home market had to be the chie£ outlet.^ Although there re- 
mained a hard core o£ British unemployment throughout the period 
1919-39, as the volume of exports declined secularly, these adjustments 
were being made. 

The declining importance of exports in relation to domestic production 
was thus a mirror of the absolute increase of the latter as well as of the 
absolute decline of the former. While the volume index of British ex- 
ports declined from 100 in 1924 to 89.5 in 1937 (after having recovered 
only to 108.3 ^9-9)? industrial production rose from 100 in 1924 to 

1 1 1.8 in 1929 and 137.O in 1937.® would appear from the censuses of 
production that exports accounted for approximately 30 percent of in- 
dustrial output in 1907, 27 percent in 1924, 22 percent in 1930, and, very 
roughly, 16 percent in 1935.'^ The decline of exports was even greater in 
relation to national income, in view of the disproportionately great rise in 
the period 1919—39 of distributive, service, and other such industries, 
which by their nature are unproductive of exports. 

The rise of industries supplying the domestic market in far greater 
degree than had the staple trades was an important evidence, as well as 
a means, of adjustment. There was a real shift of workers from old to 
new industries. While between July, 1924, and July, 1938, the insured 
workers attached to the coal mining industry declined from 1,259,000 to 
858,000, cotton textiles from 572,000 to 393,000, wool textiles from 

ments) and a deteriorated competitive position of British industry were two major causes 
of the existent unemployment. This is the result of attempting to straight-jacket economic 
phenomena into a prescribed narrow theoretical dogma. 

^ In so far as the British people, fully employed, would continue to demand more foreign 
goods and securities than they could secure by similar exports, some labor would perforce 
remain unemployed, if this were the only remaining means of holding down British 
purchasing power and thus maintaining equilibrium of the balance of payments. See 
pp. 154-55, above. 

® See the arguments of the Liberal Industrial Inquiry, Brliainh Industrial Future, p. 465 
Snow, ‘^The Relative Importance of the Export Trade, J.R.S.S., CXIV (1931)5 390-95. 
® The figures are only roughly comparable, being computed by linking separate official 
series. 

Based on official census estimates. See also Daniels and Campion, ‘The Relative Im- 
portance of British Export Trade,” London and Cambridge Econ. Service, Special Memo- 
randum No. 41, Aug., 1935. 
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262,000 to 216,000, shipbuilding from 254,000 to 175,000, and iron and 
steel from 318,000 to 286,000, those in building rose from 726,000 to 

1.050.000, in the various electrical trades® from 330,000 to 563,000, 
motor vehicles, cycles, and aircraft from 204,000 to 388,000, road trans- 
port from 270,000 to 416,000, and si|.k and artificial silk from 41,000 to 

77.000. Even greater increments were recorded by the distributive trades 
(from 1,355,000 to 2,096,000 workers in the same period), and the vari- 
ous service industries ® (1,103,000 to 1,881,000).^“ 

Inordinate geographical concentration of the staple trades created an 
ineradicable British problem of great depressed areas, regions suffering 
deep impoverishment and a disproportionately high degree of unemploy- 
ment from at least 1924 through 1939. The newer industries, which cater 
mainly to consumer demands, were attracted to these areas only with 
difficulty, because of their relative poverty. However, in a sense this 
phenomenon had its bright side, taking the national view. Other areas, 
notably in the South and the Midlands, in which were concentrated the 
rising trades, were enjoying great prosperity. The growth of industries 
catering primarily to the home market, entailing a marked change in the 
geographical distribution of domestic investment activity, was as a result 
accompanied by a very marked corresponding shift of Britain’s industrial 
population.’^ 

® Gas, water, and electricity j electric cable, lamps, apparatus j electrical wiring and con- 
tracting j electrical engineering. 

® Government, professional, hotel, other services, miscellaneous. 

The relative changes in the net output of the leading British industrial groups sharply 
limns these changes. The depression of the staple trades of the 1920’s is shown by the fall 
in the rank of cotton spinning and weaving (by this criterion) from fourth in 1907 to 
fifth in 1924 and thirteenth in 1930, iron and steel from second to fifth, shipbuilding from 
thirteenth to seventeenth, wool and worsted from twelfth to eighteenth, all between 1907 
and 1930. However, while cotton and shipbuilding continued to decline in rank thereafter, 
the recovery and adjustments of the other staples (aided by the tariff) is indicated by the 
rise between 1930 and 1935 of iron and steel (rank 5 to 2), mechanical engineering (6 to 
5), and wool (18 to 15), Most prominent among the rising industrial groups were the 
new industries, and those, old and new, supplying the home market for consumer goods. 
Over the period 1907 to 1935, the elevations in rank were as follows: electrical engineering 
20 to 1 1, electricity supply 23 to 13, chemicals 10 to 6, motor vehicles 21 to 8. Prominent 
among the older industries of the second group were paper and publishing (7 to 3), brew- 
ing and malting (6 to 4), clay and building materials (15 to 12), as well as the manu- 
facture of hosiery, preserved foods, and cocoa and sugar confectionery. 

See P.E.F., Report on the Location of Industry; Dennison, The Location of Industry; 
Gr, Brit., Royal Commission on the Distribution of the Industrial Population, Report^ 
Cmd* 19405 Champernowne, ‘‘The Uneven Distribution of Unemployment in 

the U.K., 1929—36,” Re^, Econ. Studies^ V (i937"-38), 93—106, VI (1938—39), iix— 24. 
The Board of Trade’s figures show that of the 1,300 openings of new factories in 
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Much more important than the changed geographical distribution of 
Britain's investment in domestic industry was the considerable increase 
of the total. The decline of British savings entailed an increased expendi- 
ture for domestically produced consumption goods and services. The 
great improvement in terms of trade likewise released British purchas- 
ing power in this direction. With the shift in world demand to newer 
consumption goods went a heightened British demand for these goods — 
goods produced at home as well as those produced abroad. Finally, the 
great decrease of foreign lending, for lack of adequate foreign invest- 
ment opportunities, released large quantities of capital for absorption into 
domestic industry. In each case the factor bringing a deterioration of 
Britain’s current balance of payments, with consequent deflationary effect 
on British incomes, was at the same time tending automatically to effect 
an adjustment in a recovery of the domestic economy, thus providing the 
means as well as the necessity for a shift of productive factors from the 
supply of foreign needs to the supply of domestic needs. 

If the staple export trades were relatively unprofitable in the late 
1920’s, the rate of return in new and old home-market industries was 
highly satisfactory.^^ Thus, despite unemployment and high short-term 
money rates, Britain was in general moderately prosperous in the late 
1920’s, Security prices rose considerably and there was a flood of new 
domestic issues in 1928-29, many highly speculative, many exploiting 
new products and processes — issues by investment trusts, manufacturers 
of rayon, phonographs, radios, and cinema producers and exhibitors. 

The most dramatic evidence of these adjustments of the British econ- 


excess o£ closings, in the five years 1932—36, no less than 1,100 were in the South of 
England. Surveys of Industrial Develofment. See the very interesting article “The Disposal 
of Britain's New Capital,” Midland Bk. Mo, Rev,, Oct.— Nov., 1937, pp. 1—4. 

See ‘‘Boom in Steel,” Economist, CXXVI (1937), 105. In the year beginning Oct. i, 
1929, profits of iron, coal and steel companies were 4.5 percent of capital, shipping 6.9 
percent, and textiles 8.3 percent, as against an all-industry average of 10.3 percent. On the 
other hand, in the following year, when the average return for all industry had fallen to 
8.0 percent, electric light and power still earned ii.o percent motor, cycle, and aviation 
companies 1 1,4 percent. In the year of recovery beginning Oct. i, 1934, the average return 
was 8.2 percent j the staple trades, iron, steel, and coal earned 5.6 percent shipping 4.0 per- 
cent, textiles 5.2 percent. On the other hand, earnings in electric power and light were 
1 1.5 percent, motors, cycles, and aviation 14.2 percent, breweries and distilleries 13.4 
percent, tobacco 15.7 percent, building materials 13.9 percent, and shops and stores 12.8 
percent. Bank of England, Statistical Summaries, 

See Grant, The Cafital Market in Post-War Britain, pp. 141—46; Statist, CXIII 
(1929), 14. Table 21 (p. 139) shows how well maintained were domestic issues in this 
period. 
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omy was its great recovery from the 1929-32 depression, while most 
other countries floundered in a morass of gold deflation or succeeded only 
in slow painful reflation at the cost of heavy budgetary deficits or totali- 
tarian regimentation^'^ The free upsurge of long-suffering British cap- 
italism was the envy of the world. 

This enormous recovery was, like the longer-run adjustments, made 
possible in very large measure by the disappearance of saving, the great 
amelioration of terms of trade, and a consequent marked improvement 
of the real incomes and living standards of the employed population 
(largely the upper working classes), whose wages remained relatively 
rigidd^^ There resulted a great Increase in demand for new houses, motor 
cars, electricity and electrical consumption goodsd^' These rising indus- 
tries, especially building, accounted for a disproportionate share of the 
increased employment and investment in the years 1932-35, when re- 
covery began and matured into prosperity. In 1936 and 1937, as the busi- 
ness revival became general and the additional rearmament demand 
created boom conditions, investment and employment in the heavy staple 

See B. of T.J., CXXXII (1934), 5515 British Assoc., Britain in Recovery ^ pp. x-xii, 
46-52 j Grant, The Cafital Market in Post-War Britain, pp. 147-50. 

Indeed, taking the dole into account, P. Sargant Florence has arrived at astonishing esti- 
mates which show the real purchasing power of the entire %vage-earning population, em- 
ployed and unemployed together, to have risen after 1929. ‘‘An Index of Working Class 
Purchasing Power for Great Britain, 1929-35,’* J.P.E., XLIV (1936), 687-90. The 
opposite income effect of the deterioration of the current balance of payments was to a 
large extent minimized by the low income elasticity of expenditure of the investing classes, 
who suffered heavy reductions in income from ovei'sea investments, but maintained con- 
sumption out of saving. 

See Clark, Natioml Income and Outlay, p. 193. There have been many interesting dis- 
cussions concerning the ultimate causes of the building booni. The thesis expounded above 
is similar to the one discussed, and apparently originated, by the Economist, which pointed 
out that total wages and salary payments decreased far less in Britain during the depression 
than total public expenditure on food, clothing, liquor, and tobacco. The discrepancy repre- 
sented a great amount of free buying power in the hands of the middle and lower middle 
classes, buying power which went primarily into new housing, new motor vehicles, etc. 
See “The Housing Boom, I,” CXXI (i935)> 795'“96j also Stolper, “British Monetary 
Policy and the Housing Boom,” Q.J.E., Nov., 1941, Part 2, pp. 39—42, and chap. V5 and 
Radice, Savings in Great Britain, p. 61. 

Grant, The Cafital Market in Post-War Britain, pp. 244-47, argues that, although this 
large body of disposable income was a sine qua non, the major initial impulse in 1932 
was a speculative development by builders, the result of lower interest rates and a quest 
for new investment opportunities. See also Benham, Great Britain under Protection, 
pp. 225-26, 236-37. Any apparent controversy here arises simply from the futile practice 
of seeking original and ultimate causes. The initial speculative efforts of builders would 
not have continued had not the conditions of demand been propitious. On the other hand, 
the mere existence of favorable demand dispositions seldom in itself initiates booms. 
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trades also recovered considerably. Here also, however, the increase went 
almost entirely into meeting the greatly expanded requirements of the 
home market. 

British government policy contributed to recovery. The depreciation 
of the pound adjusted sterling costs to gold prices and, in conjunction 
with empire preference and the trade agreements, halted the decline of 
British exports. It released British bank policy from the gold chains by 
which it had been bound and permitted a bold cheap-money policy. Al- 
though cheap money is in itself incapable of inducing recovery, it proved 
a highly important contributory influence in England, where interest 
rates had long been too high and other conditions were propitious.^'^^ The 
tariff helped restore a measure of prosperity to some industries — includ- 
ing such staple trades as wool and iron and steel. The heavy investment 
in iron and steel which occurred thereafter, most observers agree, was 
partly attributable to the guarantee of its home marketd® Little of the 
initial recovery of investment or employment occurred in the newly pro- 
tected industries, it is true.^^ However, the tariff (in conjunction with the 
fall of sterling) effected an immediate readjustment of the balance of 
payments, the inflationary effect of which was undoubtedly felt through- 
out the entire British economy. By diminishing British demand for for- 
eign goods, at given income levels, it reduced the extent to which British 
incomes had to decline by virtue of the decline in exports.^^ It can well 
be argued, thus, that the tariff was partially responsible even for the 
boom of the unprotected building industry, because it confined to do- 
mestic products (houses) purchasing power which might otherwise have 
been dissipated (as it was to a large extent from 1929 to 1931) in pur- 
chases of foreign consumption goods.-^ 

There is nothing inherently desirable in an active current balance of 

See Conolly, “Reflections on the Cheap-Money Policy Index, SuppL, Oct., 1939, 
pp. 1-205 H. D. Henderson, “The Case against Returning to Gold,” Lloyds Bk. Ltd, Mo. 
Re‘0., n.s., VI (1935), 33S-455 Benham, Great Britain under Protection, pp. 229-325 
Harris, Exchange Defredation, pp. 389-4005 Jean Marchal, “L’ Abandon de I’etalon-or,” 
Rev. Econ. Int., 1937, Part 3, pp. 264-765 Brown, The Int. Gold Stand., II, 114.7-585 
R. J. Truptil, The British Banks and the London Money Market, London, Cape, 1936, 
pp. 294-309. 

See Benham, Orgeat Britain under Protection, p. 193. New capital issues in the coal, 
iron and steel group soared from £4.1 million in 1932 and 1933 combined to £z6.6 
million in the two years 1934 and 1935. Bank of England, Statistical Summaries. 

Benham, of. dt., p. 2205 Allan W. Rather, Is Britain Decadent?, pp. 252— 53. 

See pp. 56-57, 154—56, above. 

For a judicious discussion of the relation of British policy to recovery see Heaton, The 
British Way to Recovery^ pp. 9-1 8, and chap. iv. 
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payments^ in heavy foreign investment. If a creditor country finds it 
possible to sustain almost full employment by a choice on the part of 
its people to consume the fruits of their present and past labors, to build 
themselves more efficient tools and more commodious cities and homes — 
there is nothing less desirable in such a situation. The benefits of for- 
eign investment are not uniformly great at all times or for all countries. 
The maximization of national income made possible by the freedom of 
savers to invest wherever the marginal efficiency of capital is, or appears 
to be, highest may not materialize, if hopes prove to have been over- 
sanguine.^- Britain’s investments abroad might result in cheaper food 
for her people and raw materials for her factories, or they might create 
foreign industries directly competitive with her own, with the net effect 
of a deterioration of her real income. In view of the considerable use 
of British capital by foreigners in the 1920’s to equip competitive in- 
dustries 5 in view also of the fact that much of the capital was in any case 
lost, it would appear that the British people might better have consumed 
their capital than permit the countries of Latin America to do so, cleaned 
out London slums rather than rehouse the working classes of Berlin and 
Vienna, and equipped depressed domestic industries rather than con- 
tribute to the supei-iority of the German.-^ 

Even in helping to solve the problems of full employment, capital 
exports had been decreasingly successful. The attempt to transfer British 
capital abroad during the 1920’s was largely responsible for balance of 
payments weakness and monetary stringency, which depressed domestic 
industry. In the changed world economy, heavy free British capital ex- 
ports were an anomaly. By the great revival of domestic investment, 
England was made a better place in which to live, and unemployment 
was considerably offset. 

Moreover, British industry was partially refitted thereby for its new 
place in the world, with the result that the productivity of British labor 
increased considerably in the period 1919-39. This advance was doubt- 
less slower than the American and German, and there remained much to 

Domestic investment may also reap a harvest of defaults, but the capital equipment 
remains within the country. A bankrupt railroad may continue to offer employment and 
services as long as it can cover marginal expenses, and municipal parks may still beautify 
a city even though the loans by which they were laid out are in default. See Keynes, ^‘For- 
eign Investment and National Ad vantage, The Nation and the Athenaeum^ Aug. 9, 1924, 
p. sS6. 

See Loftus, A Main Cause of Unemfloyment^ P» 5S> a-lso Gregory, in Foreign Invest- 
ments ^ p. ii6j Liberal Industrial Inquiry, Britain's Industrial Future ^ pp. no, 300, 307 ff. 
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be done, but absolute progress was impressive even during the twenties. 

It was even more so thereafter, this time largely because of the recovery 
and rationalization of the leading staple trades.-^ 

The period 1919-39 witnessed, then, a concurrence of two powerful 
factors tending to increase British incomes: a rising productivity of her 
labor and an improvement in her terms of international trade. The de- 
cline of savings entailed rising standards of consumption out of existing 
incomes, as well. On the other hand, partly as a result of these very 
factors, Britain suffered severe unemployment. The mature British 
economy was incapable of sufficient expansion of consumption and do- 
mestic investment to fill the gap created by decreased foreign demand, 
and as a result most of this great potential increase of income was dis- 
sipated, Of course, as we have seen, to a large extent this dissipation was 
inevitable, the failure of demand resulting from the fact that foreigners 
were learning more and more to dispense with British goods and serv- 
ices, while the demand of British people for foreign products remained 
strong. 

The net effect was nevertheless a marked improvement in the real in- 
come, and even more in the living standards, of the British people.^® 

See MacM. Comm., Report^ pp. 53—54, Evidence^ 11 , 237 (Bowley) ; Clark, ‘‘Statisti- 
cal Studies,” Econ. Jour.., XLI (1931), 360. 

The following indexes of output per employee in major industry groups, for 1 924, 
1930, and 1935, respectively, were computed by E. Devons, “Production Trends in the 
U.K.,” Transactions of the Manchester Statistical Society, Dec. 16, 1938, pp. 9—15. The 
base is 1930. The mechanization of the coal mines and lengthened work day after the 
1926 strike resulted in a considerable increase of per capita productivity in coal betw'een 
1924 and 1930 as well as thereafter: the index for mines and quarries rose from 85,4 in 
1924 to 100 in 1930, while that for British industry as a whole rose only from 90.6 to 100. 
The lag in the other staple trades in this period was both cause and result of their 
competitive difficulties: textiles actually declined from 103.4 to 100 (mirroring a 
policy of spreading work by short-time), iron and steel rose only from 98.9, and en- 
gineering, shipbuilding and vehicles from 97.7, to 100. By 1935, however, the indexes 
of per capita productivity of the staple trades show a satisfying increase. From 100 in 
1930, iron and steePs index was 1 15.8 in 1935, that of engineering, etc. 127.8 and textiles 
no less than 134.3. See also Witt Bowden, “The Productivity of Labor in Great Britain,” 
XLV (1937), 347-69. 

Clark, National Income and Outlay, pp. 208-10, 267-705 Pigou and Clark, The Eco^ 
mmk Position of Great Britain, pp. 31-34, 37-40. As we have just seen, even in the short 
period 192S-31, the rapid improvement of terms of trade and virtual disappearance of 
savings very greatly mitigated the adverse effects of a rapid cyclical downswing. The 
increase in average per capita consumption of foreign foods attested to a very substantial 
benefit to the living standards of the employed w^orker. See A. E. Feaveryear, “The Na- 
tional Expenditure, 1932,” Econ. Jour., XLIV (i934)> 33'-"47S Villeneuve, La Preference 
imfiriale, pp. 166-67, 1715 Sir George Schuster, “British Economic and Financial Policy,” 



266 BRITISH ECONOMY IN TRANSITION 

This was no fortuitous concurrence. Almost exactly the same things hap- 
pened to Britain during the ^^great depression’^ of the last quarter of the 
nineteenth century: a slower rise of exports of goods and capital, heavier 
unemployment, income deflation — but rising productivity, improving 
terms of trade, and rapidly improving real incomes. On the contrary, in 
the decade before 1913 great British ^^prosperity” — rising prices and 
money incomes, increasing foreign lending and exports, and low unem- 
ployment — ^were accompanied by a much slower rise in the productivity 
and real wages of British labor.-'^ 

The causes of this strange phenomenon — of real progress in time of 
apparently long-run depression, of real stagnation in a period of apparent 
prosperity — can only be suggested tentatively and hesitantly. The reader 
will recall our outline of the ^^purchasing power” cycltr^ In the up- 
swing, British investment (mainly in other countries) rose rapidly, caus- 
ing expansion of money prices, incomes, and employment. Why did the 
productivity of labor, and incomes (except for the relatively small class 
of profits and income from foreign investments) tend to increase much 
less rapidly? For one thing, in such a period efficiency in production be- 
came secondary to speed j less efficient labor was probably hired, less ef- 
ficient methods used, and labor turnover increased by the plethora of 
jobs. Perhaps more fundamentally, for Britain such a period was one 
of abstinence, of increased saving and lending. Domestic investment in 
the mature lender was more likely than in the younger debtors to be 
depressd by the rise of interest rates.-^ The rise in marginal productivity 
and money wages of British labor was therefore retarded, with slack- 
ening of expansion or renovation of domestic capital equipment. The 
tendency for barter terms of trade to deteriorate in these long cyclical 
upswings, finally, retarded the rise of real wages as well. 

After foreign investment fell off, and interest rates declined, the bulk 
of investment was in domestic industry. A revival of house construction 
also seems to have been encouraged by the plethora of capital and by 
rising real incomes of labor. The revival of domestic investment tended 
to raise the marginal productivity of domestic labor. The profit deflation 
which resulted from the diminution of investment activity probably 
caused laying off of less efficient labor and decrease of labor turnover. 

Nineteenth Century and After, CXVIII (1935), 5165 Cole, British Trade and Industry, 
pp. 196-98. 

See Taussig, Intematloml Trade, p. 25 7 j John G. Newlove, “The Unrest among Work- 
people,^* Econ, Jour,, XXI (1911), 4705 Claphain, An Economic History of Modern 
Britain, III, 466-77. 

See above, p». 145—48. 


See p. 169, above. 
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More efScient methods of production were sought, encouraged by lower 
interest rates and also, possibly, by rigid money wages. While money 
incomes, especially those of the investing and profit-earning classes, de- 
clined, expenditures tended to be maintained at the expense of savings. 
The period of abstinence was over 5 the fruits of the previous interna- 
tional investment and foreign development were being enjoyed.^^ The 
only major drawback was the familiar inability of a mature capitalist 
economy to maintain full employment in a period of declining foreign 
investments, technological progress, and falling prices.^ ^ 

The loss through unemployment in the years 1919-39 was great, 
and it bore particularly heavily on the lower working classes. Great and 
satisfying as was the recovery after 1932 and despite the successful ad- 
justments of the British economy, unemployment was greater in abso- 
lute terms in the peak year 1937 than it had been even in the period 1924- 
29 (excluding 1926), and the problem of the depressed areas was just 
about as serious as ever.^'^ Around 1935-37 the internal market for 

Without the abstinence of the upswing's during* the nineteenth century, the increase of 
real incomes during the downswings would have been the less, of course. 

See Clark, National Income and Outlay^ p, 264. Sir Robert Giffen in 1887 pointed out 
the indications of continued progress in Britain during the “Great Depression”, increased 
construction of houses, growth of new domestic industries, and expanded employment in 
service industries. “The Recent Rate of Material Progress in England,” in Economic 
Inquiries and Studies^ London, Bell, 1904, II, 99—144, especially, 134—40. See W. W. 
Rostow, “Investment and the Great Depression,” Econo??zic History Review^ VIII (1938), 
136-58, and “Investment and Real Wages, 1873—86,” Economic History Review, IX 
(^939)> i44““59j Cole, British Trade and Industry, pp. 84-86, 99—102, 112—14} 
Clapham, An Economic History of Modern Britain, III, 24, 28, 52,-53, 464— 68, 474—76 } 
Sir George Schuster, “British Economic and Financial Policy,” Nineteenth Century and 
After, CXVIII (1935), 5175 Feis, Eurofe, the 'World'* s Banker, pp. 29-315 W. H. Bev- 
eridge, “Population and Unemployment,” Econ. Jour,, XXXIII (1923), 462—67. 

It is interesting to note that there were during the world-wide depression following 
1873 much the same predictions of continuing world stagnation as have been heard since 
1929. In both cases the concurrence of the ends of a short and a long cycle of very heavy 
world investment made the resulting decline very long and very difficult, especially for 
business classes and the unemployed. See A. J. Mundella, “Conditions on which the Com- 
mercial and Manufacturing Supremacy of Great Britain Depend,” J.R.S.S., XLI (1878), 
88-895 Ohlin, The World Economic Defression, pp. 290-93, 298. There were, however, 
important differences betTveen the two periods, which must qualify any optimistic expecta- 
tions that a similar recovery will occur after the later one. Such differences are suggested 
by the slackened rate of increase of the world’s population and the unprecedented unem- 
ployment, the failure of the volume of world trade to recover, and the greater economic 
nationalism and more devastating w^ars of recent years. 

“Employed and unemployed taken together, we have during the last few years been 
producing per head only a little more than in 1913, the increase of 15 to 20 percent in 
productivity per worker being almost exactly balanced by the increase in unemployment.” 
Clark, National Income and Outlay, p. 269. 

See Donald Tyerman, “Recovery and the Distressed Areas,” Lloyds Bk^Lti, Mo, 
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houses and automobiles reached the point of saturation at existing prices. 
The I937-38 recession, caused largely by a heavy decline of staple ex- 
ports, exposed again the narrowness of the base on which recovery had 
been constructed and the enduring weakness of the British position. Some 
of these weaknesses could never be ojDliterated unless the world econ- 
omy could again function more or less as a unit, instead of an agglomera- 
tion of warring states. To this end a reorientation of British policy may 
have been required. 

The pendulum had swung too far. The old world economy could not 
possibly be restored intact, but its destruction had been in large measure 
the result of conscious government policies, and these were coming in- 
creasingly into question. The inadequacy of empire preference was be- 
coming more and more apparent. There was evidence that the cheap- 
money policy had become dangerous, once recovery turned into a boom 
based almost entirely upon the domestic market.*'^^ There was little eco- 
nomic excuse for agricultural protection, from a short- or long-run point 
of view. A government policy which intensified the rigidities could not 
obliterate the necessity for economic flexibility and easy adaptation in a 
country as inevitably subject to the vagaries of the international competi- 
tive struggle as was Great Britain.*^'"'' The tariff and the governmentally 
encouraged combination movement in industry created entrenched vested 
interests who were content to exploit the protected domestic market and, 
as the price for being undisturbed at home, to leave to foreign producers 
the exploitation of foreign markets urgently required by the British 
economy as a whole. Trade policy and the restrictions on foreign lend- 
ing likewise thwarted a very necessary recovery of British exports. 

This necessity for foreign markets would increase if, as it appeared, 
private domestic investment was reaching a point of rapidly diminishing 
returns. Only technological advance and lower prices could have pro- 
longed the absorption by the domestic market of more automobiles, 
houses, and even electricity. The problem of investment outlets promised 
to become a pressing one for the British economy, and undoubtedly 
threatened to result in heavy unemployment, when the war opened up 
more than enough opportunities and postponed its resolution. 

n.s., VIII (i937)> 6i 9-30. Only during* a few months in 1937 did the percentage of 
unemployment among insured workers reach down around the 1929 level of 10 percent. 
British Assoc., Britain in Recovery^ pp. xii, 6—8, 38. 

See Conolly, ^^Reflections on the Cheap-Money Policy,” Index^ SuppL, Oct., i939> 
pp. 10-19, 

See testimony of O. M. W. Sprague, MacM. Comm., Evidence^ II, 308-9. 



XV. THE POSITION OF BRITAIN IN THE 
POST-WAR WORLD 


H istory is a continuous process. Even wars seldom by themselves 
cause fundamental alterations of secular economic trends. There 
is little reason to suppose that “victory” in a defensive war will 
make for any greater improvement in Great Britain’s international eco- 
nomic position than it did in 1918. On the contrary, the war will add 
difficulties of its own. The serious problems which the British people 
faced in the years 1919 to 1939 and the merely partial and temporary 
solutions which they were able to find, justify considerable anxiety con- 
cerning their economic welfare when the second World War comes to a 
close. ^ 

The major changes of the period 1919-39 all joined in causing a con- 
tinuous reduction of Britain’s balance of payments on current account, a 
measure of both the regular increments from abroad to her money in- 
comes and her customarily large exports of capital. Thus, the most use- 
ful frame of reference for a comparison of post-war prospects with pre- 
war experience is the current balance of international payments.^ 
Britain’s greatest invisible income, interest and dividend returns from 
past investment will be much smaller in the future. Her debtors had 
clearly become increasingly self-sufficient with respect to financial re- 
quirements even before the war, while Britain found it impossible to add 
to her foreign investments. Still, the experience of the 1930’s does not 
in itself permit us to predict a continuation of these trends: it is by no 
means clear to what extent this represented a secular development, to 
what extent a severe and protracted cyclical phenomenon. As a result of 
the war, however, a reduction in these payments by as much as 40-50 
percent can confidently be predicted. The British government has been 
forced to requisition and sell for precious foreign exchange roughly 

^ We can scarcely discuss here the various conceivable outcomes which will depend upon 
the kind of victory won, the destructiveness of the war, and the decisions of the peace 
conference. However, such discussions are not entirely necessary if there is foundation for 
our thesis that neither a victorious outcome nor the conscious choices of government policy 
per se will substantially alter the position of Britain. 

^ We are interested in the long-run determinants of British real incomes, rather than in 
the immediate effects of the war. Hence our considerations apply to the prospectiv'-e position 
over a period of ten to twenty years after the war. 
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£150005000,000 of the country’s foreign investments. At the same time, 
it has to an even greater extent incurred liabilities to foreign countries, 
who have exported heavily to meet Britain’s war needs, while being able 
to purchase little from her. According to an official estimate, total net 
disinvestment in the four years 1940-43 amounted to £2,843,000,000 — 
including sales of gold, foreign assets, and the growth of these foreign 
liabilities. This figure may be compared with an estimated market value 
of Britain’s total overseas assets (including gold) at the outbreak of war 
of ^^possibly more than £5,000,000,000.” ^ The loss of income may not be 
proportional, since the assets liquidated gave a relatively low yield, and 
the liabilities incurred bear little or no interest. 

Canada, India, and South Africa, in particular, have been using their 
accumulating London balances regularly to redeem their sterling debt. 
For example, by the end of 1943 India repatriated in this manner no less 
than £363,750,000 of her pre-war (March, 1936) sterling debt (govern- 
ment and railroad) of £376,000,000. And still these balances have grown 
apace. India’s holdings of sterling cash and securities were £721,000,000 
on April, 1944, as against only £58,000,000 at the outbreak of the war.'^ 

Britain’s heavy accumulation of short-term liabilities (Including Lend- 
Lease), the concurrent reduction almost to zero of her short-term inter- 
national assets, and heavy sales of the most marketable long-term in- 
vestments, have left the country in a financial position technically far 
weaker than that of 1931 and 1938. Some sort of co-operative interna- 
tional arrangement for the settlement and orderly liquidation of these 
obligations will clearly be necessary, or continued unilateral British ex- 
change controls are Inevitable. In any case, real British income will have 
to be reduced to pay off all or part of these heavy foreign claims 3 this is 
part of the cost of war. 

The other ^^service” incomes, it may be presumed, will also be consid- 
erably reduced after the war. The gradual disappearance of Britain’s 
financial and shipping supremacy seems bound to continue: witness, for 
example, the continued growth in prestige of the dollar and the huge 
American war shipbuilding program. However, one major cause of the 

^ N. Kaldor and T. Barna, ‘‘The 1 943 White Paper on National Income and Expenditure,’^ 
Econ. Jour.j June-Sept., 1943, p. 261 5 see pp. 260-62 j also “The Budget Speech,” Econ- 
omist^ CXLVI (1944), 563, and the estimate of Lord Kindersley, reported in New York 
Times y Nov. 30, 1942, p. 31. 

^ Econo misty CXLVI (1944), 6S8. “India has completed the transition from a debtor to a 
creditor country,” according to the British Finance Minister. “India’s War Gains,” 
Economist^ March 6, 1943, p. 302. See also “India’s Sterling Accumulation,” Economist^ 
Sept. 26, 1942, p. 393- 
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weakness of these invisible earnings during the years 1919 to 19393 as of 
the income from foreign investments, was the stagnation of total inter- 
national economic intercourse. A revival of world trade and investment 
and of primary prices after the present war, which is by no means incon- 
ceivable, may well lead to a considerably stronger showing of these in- 
payments than a simple extrapolation of past trends would indicate, de- 
spite continued decline of Britain's relative share in the world totals. 

Any estimate of the absolute totals of merchandise exports and im- 
ports in the future must also, obviously, be based upon some assumptions 
as to the condition of total international trade and investment. Never- 
theless, it seems desirable first to evaluate the probable relative competi- 
tive position of Britain's export industries in the post-war world, before 
attempting to translate qualitative judgments into predictions of absolute 
growth or decline. 

The causes for the decline of British industrial supremacy, we have 
maintained, are deeply rooted in impersonal historical processes. There 
is little reason to expect any appreciable alteration or reversal thereof. 
The staple trades continue to constitute the bulk of exports, and their 
outlook is, if anything, less encouraging than ever. Nationalist aspirations 
in the Far East and elsewhere definitely include industrialization, and the 
displacement of what is left there of the demand for British textiles may 
be expected to continue, with iron and steel and various clothing indus- 
tries to follow. There seems little possibility of a reversal of the fate of 
coal in general or of British coal in particular. The present war, it may 
be presumed, will have the same contributory influence as the last in 
hastening this decline. Customary markets have been closed to the British 
exporter and have been spurred to find alternative sources of supply. 
Although world-wide wartime shortages have likewise hampered these 
efforts, many markets have become more self-sufficient.^ Moreover, 
further programs for domestic industrial development will be sped after 
the war, probably financed in some measure out of the blocked sterling 
and dollars which these countries are steadily accumulating. 

Whether or not international trade declines absolutely as a result, it 
will certainly experience a considerable change in content and pattern, 

^ Steel capacity in the dominions is said to have been increased from 3.5 million tons 
annually in 1938 to 6 million in 194I) and the output of empire machine shops to have 
tripled or quadrupled. Canada, India, and Australia arc building their own ships and 
have developed new chemical industries; and in such industries as textiles and clothing 
they are now practically self-sufiicient. See National Planning Association, ^‘'Britain^s 
Trade in the Post-War World,” Planning Pamphlet No. 9, Dec. 1941, p. 1 1, 
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notably a rise in the relative Importance of newer and higher-income con- 
sumer goods and of the machinery necessary for the industrial develop- 
ment of former markets. The extent to which British industry can main- 
tain a large export trade will depend, clearly, upon its ability to take or 
retain the lead in these latterly more important lines, while at the same 
time recovering and sustaining as much as possible of the old staple 
trades, upon which it must continue to rely heavily. 

The opportunities are considerable, if the British prove sufficiently 
enterprising. The skill of British labor has been a positive disadvantage 
where foreign mass production has duplicated British quality at lower 
labor costs. However, the shifting of world demand, as incomes rise, to 
those quality lines, new as well as old, in which British skill remains an 
advantage, may yet support her exports, even though this promise was 
not fulfilled in the years 1919 to 1939. The performance of the Spitfire 
planes in 1940 gave testimony to the world that British craftsmanship 
was not confined to woolens and whiskey. If the airplane will be in the 
next few decades what the automobile was in the last few, British pro- 
ducers may find a wide market. 

However, any appreciable results will require radical changes and 
vigorous efforts to eliminate those individual and social frailties which 
have so handicapped British industry in the past. Certainly the removal 
of competitive incentives (by tariffs and schemes of Industrial ^fi-eorgani- 
zation,” involving the freezing of relative market positions of all pro- 
ducers, efficient and inefficient alike), no other incentives being substi- 
tuted, was not the way to assure adjustment to an altered technology or 
to a shift of consumer demand. Certainly the single-minded exploitation 
of the protected domestic market, behind cartel agreements with foreign 
producers, Involving reciprocal undertakings not to export in competi- 
tion, was no way to restore an export trade of which the country as a 
whole stood in sore need. Yet British industry did these things and the 
British government condoned, encouraged, or actively initiated them in 
the Inter-war years. Because of their co-operation, there evolved In 
Britain a regime of industrial self-government under which business in- 
terests found temporary security, while the interests of the consumer and 
the economy as a whole were neglected. As long as these developments 
are not undone, it is difficult to see how British industry can make the 
adjustments necessary to preserve an adequate export trade after the war. 

The present war may bring about considerable changes in this re- 
gard. On the one hand, war is the mother of monopoly. National indus- 
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trial mobilization calls for industry-wide planning and co-operation and 
for centralized control of the national economy by powerful government 
agencies, customarily staffed by leaders drawn from large private busi- 
nesses. Usually the result is a permanent injury to the competitive re- 
gime.® On the other hand, total war demands maximum efficiency, and 
British industry may have benefited by this fact. The programs for con- 
centrating the production of civilian goods in a minimum number of 
‘hiucleus^^ factories, and related programs limiting output to a few pre- 
scribed standard models and eliminating frills and gadgets may help to 
remove some of the most persistent weaknesses of the staple trades: the 
welter of small, inefficient firms, all competing for a shrunken market, 
working short hours, and producing an excessive variety of brands. How- 
ever, there are manifest dangers. The plans were formulated largely 
by the industries themselves, and the selected firms appear to have been 
the biggest, most powerful ones. The various provisions for post-war aid 
to plants closed down in these programs, however necessary, may err 
in providing excessive protection for the less efficient, giving them a 
vested interest in their former share of the market which must be bought 
out at the expense of the remaining producers. Finally, the choice of 
nucleus firms was not necessarily made on the basis of lowest costs ^ the 
current local labor supply, for example, was one important consideration, 
relevant in wartime but possibly misleading for purposes of maximum 
peacetime efficiency.'^ 

A second significant wartime development has been the increased 
participation of organized labor in management. The spread of joint 
labor-management committees has in many cases contributed, it is as- 
serted, to a more ready co-operation of labor in maximizing production. 
It is possible that British industry will benefit permanently by this de- 
velopment. There is little doubt that labor is capable of making a con- 
siderable contribution^ industrial labor organization, for example, may 
well contribute to genuine industry-wide reorganization. Whether, how- 
ever, these committees will make the same contributions in time of peace 
and can be expected to induce a more co-operative attitude of labor unions 
toward cost-reducing measures even at the expense of their members, 
may well be open to question.^ 

® See Robert A. Brady, Business as a System of Powr, New York, Columbia Univ., 1943? 
pp. 18X-S8. 

^ See Financial News, London, April 28, 194^) P* 

® Nevertheless, the new situation will probably represent an improvement over the present 
one, where org^anized labor possesses a great power without corresponding responsibility. 
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Finally^ destruction by enemy action may prove the greatest war- 
time boon to post-war industrial efEciency. Perhaps only enemy bombs 
can wipe out inefficient plants, as well as London slums, and thus clear 
the slate for the building of modern factories and houses. Obsolescence 
of unutilized plants, e.g., those closed down for lack of materials or in 
concentration programs may have the same ultimately beneficial results. 

Most encouraging of all is the growing consciousness among English- 
men of the gravity of their industrial position and their growing dis- 
position to do something about it. It is to be hoped that one of the effects 
of the war will be unwillingness to leave the settlement of these prob- 
lems, as of other problems, to the mercy of vested interests within the 
framework of outmoded institutions and slogans. 

Nevertheless, there is little reason to expect Britain to make any bet- 
ter showing in this regard than she made in the years 1919 to 1939. Re- 
adjustments in old industries and growth of new industries both failed 
to sustain her share in a diminished world trade, for reasons essentially 
impersonal and unavoidable. On this account, accordingly, the prospects 
are that exports and national income will continue to fall. 

On the import side, too, there is little basis for a prediction of im- 
portant change. The fundamental conditions of Britain’s demand for 
foreign primary products are facts of nature. This is not to say that im- 
ports need bear an inflexible relation to national income.^ It is to say, 
however, that the costs of greater self-sufficiency, in terms of real in- 
come sacrificed, would be too great to justify governmental control of 
imports with that end in view. 

To the extent that the increase of Britain’s imports in the interwar 
period, or the need for a tariff to prevent their increase, was a result of 
the weakness of her industry in international competition, the prospects 
for the future may be qualified by the same considerations as were ap- 
plied above to the discussion of exports. British industry can go far 
toward catching up or going ahead, if it will, and thus either decrease 
imports in free competition or reduce the real sacrifices imposed by gov- 
ernmental control of imports in the interest of balance-of-payments sta- 
bility. Modern chemistry, for example, is already helping to curb the 
tyranny of natural disadvantage, from which Britain suffers particularly. 
There is a broad range of new materials which she may now be able to 

If only to protect wage levels, union leaders are often the most ardent advocates of the 
introduction of cost-reducing expedients other than wage cuts. 

® See Clay, ‘^The Place of Exports in British Industry after the War,” Econ, Jour,^ June— 
Sept., 1942, p. 1 5 1. 
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make as well as .any other country from her coal^ air, and sea water, 
notably synthetic fertilizers,^^ plastics, rubber,^- and magnesiumd^ 
However, as in the discussion of exports, it must be concluded that these 
interesting possibilities hardly seem likely to upset Britain’s heavy de- 
pendence upon imports or to make possible appreciable relaxation of the 
tariff unless exports expand greatly. 

For these many reasons it is frequently stated that after the war 
there will be a ^^gap” or “deficit” in Great Britain’s current balance of 
payments, variously estimated at from £200 to £500 million sterling. 
Of course, if Britain is able regularly to borrow (or withdraw capital) 
from abroad to this extent, then there will be no deficit at all, in any 
usual sense of the term. A true “gap” in the balance of payments of such 
a size could never exist, much less persist 3 Britain could not possibly 
draw down her greatly depleted short-term international assets, or ac- 
cumulate such liabilities, to this extent, for any appreciable length of 
time. 

This is the meaning of the ‘^%ap”: that at full employment, with only 
such controls on imports as existed in 1938, and at assumed levels of 
world incomes and trade barriers against her goods, Britain would tend 
to purchase several hundreds of millions sterling more of foreign goods 
and services than foreigners would be willing to purchase from and 
otherwise remit to her. Consequently, unless other countries are willing 
to provide her a more or less permanent subsidy of this order of mag- 

Germany was tiic predominant supplier before the war. It is possible that economic 
disarmament may involve the elimination of many German synthetic industries (nitrogen, 
rubber), not to mention her airplane industry, which are as important for war as for 
peace. Britain may well fill the resultant gap in world markets. 

Plastics may increasingly be substituted for wood, an enormously increased demand 
for which may be expected in connection with a post-war building program. The govern- 
ment has appointed a special committee to inquire into this possibility. Statist^ Sept. 1 2, 
1942, pp. 666—67. 

Polychloroprene (American Neoprene), which comes ultimately from coal, is under- 
stood to have fully as great technical and economic potentialities as the butadiene rubbers. 
The failure of the American program to include greater provision for Neoprene resulted 
from a shortage of chlorine, which is also required. Britain can derive chlorine easily and 
cheaply from sea brine in peacetime. However, the political power of those with heavy 
financial interests in Malayan rubber will undoubtedly forestall any government aid for 
such a program. This may explain the fact that during the war Britain has acquired her 
synthetic rubber from the United States rather than manufacture her own. 

Britain’s small production before 1939 is understood to have been under license from 
the German I, G. Farbenindustrie, but a large, and possibly the major, part of her require- 
ments were imported from Germany. Whether or not the I. G. contracts involved definite 
restriction of British production, there does not seem to be any reason why Britain could 
not produce magnesium as cheaply at home as she could import it. 
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nitude/^ British money incomes and their purchasing power in terms 
of foreign goods and services will have to decline, relative to those of 
other countries, sufficiently to keep her net remittances abroad lower by 
an equivalent amount. 

Whether Britain's deteriorated t^lative position will necessitate an 
absolute decline in her real income will depend largely on the trend of 
world income. The very factors causing a decline in the demand for 
pounds (i.e., the development of foreign industries, reduced foreign 
burdens of indebtedness), imply rising foreign incomes, which will thus 
be available to demand sterling for other purposes. Since, moreover, the 
increment to world incomes thus implied is bound to be much greater 
than the amount of demand for sterling initially displaced, the result on 
balance may be an increased demand for pounds, that is, a net increase 
in British income. The extent to which Britain benefits clearly depends 
upon the way in which this increment to world income is expended, e.g., 
as between domestic goods and services and those which Britain is more 
or less capable of supplying. Much depends, thus, upon the future of 
international economic intercourse.^^ 

One strong determinant of the rate of increase of world income and 
international trade will be the rate of international investment. The 
belief is fairly widespread that, even apart from immediate post-war 
^^political” loans and gifts for relief and reconstruction,^^ international 
investment will for some time after the present war exceed the shrunken 
levels of the 1930’s. It can scarcely be smaller. The time is riper than 
ever, politically and economically, for continued and intensified indus- 
trialization of large sections of the world: China, India, Russia, the 
British Dominions, and sections of Latin America. Primary producers 
who suffered because of their extreme specialization before the war will 
not be satisfied without introducing industry into their territories. If 
profit motives fail to induce lenders to meet this need, the governments 

It seems clear that it would have to be a subsidy, rather than a normal private invest- 
ment dictated by considerations of maximum return, in view of the probably low marginal 
efficiency of capital in Britain. 

See pp. 55-5S, above. 

The distinction between these and more ‘ffiormaP^ loans will probably not be very clear. 
It may be doubted whether such customary economic considerations as the prospect of 
higher returns abroad will ever again become the major determinants of international in- 
vestment, ‘ToliticaP’ and ‘‘economic” motives, “reconstruction” and “developmental” 
purposes, will not be easily separated, and doubtless all lending will be more closely super- 
vised by governments than in the past. 
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of the financially stronger of the United Nations may be subjected to in- 
creasing pressure to do so themselves. 

However, the developments of the years 1919 to 1939 will not be 
simply reversed or obliterated. However short the memories of investors 
have been in the past, neither they nor their governments will completely 
forget the experience of the 1920’s.' Neither the overzealous promotion 
and lending of the United States nor the practically equal treatment of 
competing domestic and foreign demand for limited supplies of capital 
in Great Britain is likely to be repeated. On the demand side: the do- 
minions, Russia, India, and Argentina have already become far more 
self-sufficient than they were in 1913. They may not be eager once again 
to impose fixed external obligations upon unresilient balances of pay- 
ments or to contract further to pay ^^tribute” to foreigners. Their eager- 
ness to pay off external obligations and their present plans to utilize 
accumulating sterling and dollar balances to finance their own future re- 
quirements would seem to be evidences of their distrust of international 
debt. 

As we have already argued, the basic conditions of international in- 
vestment have been changing secularly. The development of competitive 
manufacturing industries in former markets for industrial products, even 
if financed internationally, cannot be as conducive to a steady growth of 
world trade as the development of complementary primary production, 
once the initial flow of materials and machinery associated with the in- 
vestment is over. The result of such investment is, on the contrary, a 
narrowing of the margins of comparative advantage on which inter- 
national trade is based. Far less will the receipt of capital by debtor 
countries equip them to produce commodities which will be readily ac- 
cepted abroad in repayment. Creditor countries will scarcely be anxious 
to sacrifice domestic industry in order to take in repayment a flood of 
competitive products from industrialized debtor areas. On the contrary, 
this is the field in which economic nationalism has thrived and will thrive. 
To most Indians, for example, independence, industrialization, and pro- 
tection are as one. And in the creditor United States imports, the only 
possible means of collecting on past debts, are considered a threat to ac- 
customed standards of living.'^'^ 

True, foreign industrialization will mean an increasing demand for 
higher grade manufactures, consumption goods, and machinery. Great 

See Royal Institute j The Problem of International Investment^ pp. 34-52. 
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Britain can maintain a substantial trade by thus adjusting her production. 
But this was not the bulk trade of the nineteenth century, based upon 
climatic and other natural differences, upon the head start in industrial- 
ization enjoyed by western Europe, and upon the existence of unde- 
veloped areas offering huge potential markets, investment outlets, and 
sources of materials. The remaining possibilities of today — cultivation 
at intensive margins, maintenance and development of specialized types 
of industrial leadership — all of which were present in the nineteenth cen- 
tury as well, cannot be expected alone to provide as secure a basis for 
international trade, particularly in an atmosphere of economic national- 
ism, The British experience of the inter-war years is not encouraging in 
these regards. 

This is not to say that there will be no revival of investment in pri- 
mary production, such as may provide the basis for enduring comple- 
mentary trade. The diets of all but a very small fraction of the world’s 
population have been utterly inadequate, and the social upheavals re- 
sulting from the present war may involve concerted governmental efforts 
to satisfy minimum nutritional standards, with a consequent increase in 
the demand for foods. Industrialization of younger countries and a more 
even distribution of income in richer countries may provide the income 
which will translate these vast potential demands into reality. Thus, 
international investment in primary production in large sections of Africa, 
Asia, and Latin America may well become profitable once more. In 
India and China, likewise, peasants make up the bulk of the enormous 
populations and will continue to do so for many years. The greatest 
boon to these undernourished peoples would consist in agricultural de- 
velopment: irrigation, the use of fertilizers and modern farm machinery, 
the control of famines and disease. And their governments, in borrow- 
ing, can scarcely ignore these crying needs. 

Nevertheless, the prospects for a revival of international investment 
and complementary trade along the nineteenth-century pattern are not 
bright. The relative overproduction of primary products in the years 
J919 to 1939 will probably be accentuated by wartime expansion. And 
on the demand side there must be reckoned the widespread adoption of 
substitutes — synthetic rubber, fertilizers, fibers (rayon, nylon, glass, 
casein, etc.), plastics, and light metals such as aluminum and magnesium, 
which are less dependent upon highly localized raw materials. Any ap- 
preciable increase in the effective demand for foods by the great under- 
nourished classes and areas of the world awaits an increase in productivity. 
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The problem remains as to how and where this will occur. And even if 
there is a revival of investment in primary production in China and 
India^ the resultant investment will be mainly, and the resultant in- 
creased reciprocal trade almost entirely, domestic. Here, too, economic 
nationalism will prove an extremely great obstacle. Not British exporters, 
but Chinese and Indian manufacturers will benefit by the increased farm 
incomes of those countries. 

Colin Clark predicts that long after the war Britain will still be the 
main source of an appreciable flow of international capital, because of her 
high saving propensities relative to domestic capital requirements.^® Al- 
though this seems a valid explanation of why Britain must invest abroad 
in order to sustain full employment, it is diiEicult to reconcile the pre- 
diction that she will do so with an anticipated great ^^gap” in her balance 
of payments. If the latter expectations are justified, a constant tendency 
toward leakage of income through a high propensity to import will in- 
evitably depress British incomes relative to world incomes to a point 
where balance-of-payments equilibrium is possible, and a diminished flow 
of savings will no longer necessitate such a great flow, of domestic and 
foreign investment as Clark predicts. 

A considerable rise of world incomes, leading to an increased demand 
for British (among other) goods would relieve the pressure and perhaps 
even make some international lending possible. But the initial stimulus 
can scarcely come from large-scale British lending. Her exporters would 
not experience an equivalent increase in commodity orders. Only, there- 
fore, if they can share also in increased orders for machinery, and so 
forth, arising from American loans (or from capital raised within the 
expanding economies), will Britain be able to continue to lend. Real net 
international investment is an outlet for domestic savings, on a par with 
domestic investment. But a flotation of foreign issues is an initial strain 
on a balance of payments and by no means assures that the current bal- 
ance (which is the measure of real net investment) will in fact adjust 
sufficiently to permit continued flotations. 

The trends of the period 1919 to 1939 were in part merely aspects 
of long cyclical movements, as Clark suggests, and are hence subject to 
reversaJ. Nevertheless, in many ways they represent a secular alteration 
in the structure of the world economy, and particularly of Britain’s place 
therein. It is doubtful that a revival of international investment in general 
is possible on the scale of 1900-1913 or even of 1922-29. And it is espe- 

The Economics of ipSoj pp* 79, 83. 
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dally doubtful whether the demand for British goods would be such or 
would respond sufficiently to make possible a restoration of British in- 
vestment on the scale of these earlier periods. 

The conclusion seems justified, therefore, that while a considerable 
revival of international economic activity is likely after the war, with 
a corresponding rise in the purchasing power of debtor areas, and while 
British industry will benefit thereby to some extent, such a revival will 
not solve Great Britain’s basic difficulties. Her exporters will share in 
rising foreign investment demands only by displaying far greater resil- 
iency and adaptability than they did in the inter-war years. Moreover, 
once the initial construction orders are placed, the difficulties of the ex- 
port trades will be greater than ever, as they meet more and more effective 
competition from newly erected foreign industries. 

Colin Clark also predicts a sharp reversal in the years 1945-60 of the 
favorable trend in Britain’s barter terms of trade, which has persisted 
more or less steadily since 1880. This, he argues, will result from a rapid 
industrialization of Japan, China, Russia, and India, who will as a result 
become exporters of manufactures and importers of primary products, 
and from a continued rapid rise of productivity in the United States — 
events which ^Svithin themselves constitute a world industrial revolu- 
tion.” The evidence indicates, it will be recalled, that there was a great 
steady deterioration of Britain’s terms of trade between 1700 and i860, 
as a result of the first ^Tndustrial Revolution.” 

There will be factors mitigating this trend. First of all, countries like 
China and India will undoubtedly put into effect broad programs for 
raising the meager productivity of their great agricultural populations 
as well. Second, there is the probability of a further application of mod- 
ern biology and chemistry to the manufacture of synthetics and substitutes 
for primary products, already greatly stimulated by the war. High pri- 
mary prices will encourage further developments along these lines. 
Nevertheless, the latter developments will probably not have an ap- 
preciable effect for the next decade or two, and even the former, however 
significant, probably will not by 1950 or i960 have price effects com- 
parable to those consequent upon the application to huge new areas of 
established industrial processes.*^ 

Clark’s predictions are based on a scheme of long cycles, of alteniat- 

p. 52; see also pp. 53-54. He predicts a rise by i960 of as much as 90 percent in 
the ratio of world primary to industrial prices. 

Clark does not ignore these qualifications, although it may be questioned whether* he 
accords them adequate weight. Ihtd,, pp. 65-69, 
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ing ^^capital-hungry^^ and ^^capital-sated” periods. During the former 
(1850-75 and 1900-1930), primary prices tend to gain relative to in- 
dustrial prices, because labor tends to be rapidly drained away from pri- 
mary into secondary (industrial) production. Conversely, in the “capital- 
sated” periods (1875-1900, 1930-40) labor is less rapidly absorbed into 
secondary production, and the relative prices of primary products fall 
correspondingly, the extremity of these price fluctuations being enhanced 
by the relative inelasticity of the demand for these goods.^^ 

This is hardly an adequate statement of the process. ClarFs explana- 
tion ignores the fact that in these long cycles international lending has 
fluctuated much more widely than domestic (i.e., within the creditor 
countries), where, indeed, the two have not moved in opposite direc- 
tions.-- Since international investment has involved mainly the develop- 
ment of primary producing areas, and domestic mainly the develop- 
ment of industrial productivity, the divergent behavior of the two surely 
requires some place in the theory of cyclical primary and secondary price 
movements. In fact, if our argument is correct, it supplies the basic ex- 
planation. The major reason for relatively high and low primary prices 
in “capital-hungry” and “capital-sated” periods, respectively, must have 
been the alternating under- and over-development of the productive ca- 
pacities of primary-producing countries in the respective “capital-sated” 
and “capital-hungry” periods which preceded them. Certainly, here is 
to be found the major reason for the heavy fall of primary prices after 
1873 and again after 1920 and their recovery in the late 1890’s. Neither 
the increase of such investment in the upswings nor the subsequent de- 
clines prevented the respective strength and weakness of primary prices 
within each period, for two reasons. First of all, primary production did 
not respond quickly, either in the upturns, when most of the investment 
was in such developments as railroads, which increased primary capacity 
only indirectly and tardily, or in the downturns, when producers had 
little choice except to produce their utmost, in order to pay their swollen 
debts. Secondly, there were the effects upon primary prices of the fluctua- 
tions in relative levels of purchasing power, within the framework of the 
“purchasing-power cycle.” 

Ibid., p, 90. 

A table compiled by Clark, covering five periods, 1870-76, 1S77-85, 1886—93, 1894- 
1903, and 1904-10, shows divergent movements of Britain's domestic and foreign invest- 
ment (each expressed as a percentage of national income) in three of the four intervals, 
and virtually divergent movement in the fourth if the behavior of prices is taken into 
account. 
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Thus, in the immediate post-war years there may occur a considerable 
improvement, rather than a deterioration, o£ Britain's barter terms of 
trade, as a result of the rapid extensions of agricultural and raw-material 
production induced by the war and of the release of pent-up consumer 
demands for manufactures. Since, however, the years 1930-40 witnessed 
no such international investment as occurred before the first World War, 
the relative decline of primary prices should not be as protracted this 
time as it was after 1920. In the longer run Clark’s prediction of a rela- 
tive improvement of these prices seems justified — but not only because 
of a cyclical shift of productive factors into secondary and tertiary pro- 
duction. It will occur partly because the bulk of international investment 
will continue to be directed toward primary producing countries, with 
the usual purchasing power effects upon their prices. But the most im- 
portant reason will become effective only after a while, and the experi- 
ence, instead of duplicating that of previous cycles, should be just the 
opposite. 

For when capital flows level off, there will occur an outpouring upon 
world markets, not of food and raw materials, but, instead, of industrial 
products, because of the altered character of post-war investments. Thus 
the next ^^capital-sated” period, instead of bringing a reversal of the previ- 
ous trend in favor of primary prices, should bring an intensification of 
that trend. To this there will be two offsets: first, the greater elasticity 
in the world’s demand for industrial products, and second, the purchasing 
power effects upon all prices in debtor countries (upon primary as well as 
secondary prices) of the change from net capital imports to net outpay- 
ments of interest and dividends. Despite these offsets, it would appear 
that the prospective decline of Britain’s terms of trade, like the previous 
rise, will continue for a considerable length of time. 

Thus, we have returned to a restatement of our basic thesis. In the 
past, Great Britain was greatly benefited by international investment 
not only because it provided an outlet for and a greater return on her 
savings, sustaining employment, and maximizing income during its out- 
flow, but even more because of the cheaper food and raw materials which 
it eventually helped make possible. Increasingly in the future inter- 
national investment will develop competitive rather than complementary 
production, so that at the end of periods of heavy investment, instead 
of deriving the benefit of an improvement of her terms of trade, Britain 
will be faced with stronger competition in world markets and conse- 
quently deteriorated barter terms of trade. In the decade or two after 
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the war, a revival of international investment will entail an increased 
demand for British goods, thus mitigating the effects on real British 
incomes of these secular changes. But thereafter, in the downswing, this 
deterioration in terms of trade will continue, thus intensifying, instead 
of, as in the past, allaying the evils o| declining exports, invisible incomes, 
and relative underemployment. The resultant strains upon the British 
balance of payments and real incomes should be considerably more severe 
than in the period 1919 to 1939. 

These are certainly gloomy prospects for what was until the turn 
of the century the workshop, middleman, shipper, creditor, and banker 
for the world. The picture is, however, not yet complete. Britain is a rich 
country, she retains a large, skilled working population, and, as the war 
experience itself proves, she is capable of a considerable production and 
accumulation of wealth. By proper use of but a small portion of the 
capital and labor power which are now wasted in each year of the war, 
she can effect a great reconstruction, reorganization, and re-equipment in 
time of peace. At the worst, it is inconceivable that the British people 
should not be able thereafter to acquire from abroad merely by current 
earnings the minimum essentials which they are physically incapable of 
supplying at home. For the rest, they can to a large extent, if necessary, 
live within themselves and enjoy at home the fruits of their own skills 
and saving. Nor can it be believed that this would prove so terribly meager 
a diet, 'providing Britain succeeds in mobilizing her resources without 
the wastage in idle men and capital which the decline of foreign markets 
entailed in the years 1919 to 1939. 

The decline in Britain's current balance of payments after the war 
will not entail an equivalent decline in her income. Just as in the period 
from 1919 to 1939, it will result also from a considerable domestic in- 
vestment program, as well as from a releasing of consumer demand for 
domestic consumption goods. Britain obviously cannot expect to con- 
sume all her exportable goods and still procure the heavy imports essen- 
tial for reconstruction. Nevertheless, a decline of exports because of 
the insatiability of home demand, for reconstruction and consumption, 
clearly does not have the same significance as one caused by an unwill- 
ingness of foreigners to buy British goods. 

In an era of capital scarcity such as may be expected after the war, 
domestic and foreign investment will be competitive. A balance will 
have to be struck between them. It may well be questioned whether, 
with the experience of the 1920’s and the war behind them, the British 
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people will choose relatively as much foreign investment as they did 
then. Certainly they are not so likely to be deceived by the higher in- 
come promised by foreign borrowers: nor may the prospective rate of 
return be the sole determinant. There is much to be done at home^ and 
if the reports concerning the present mood of the British people are cor- 
rect, and the mood persists, more of it will be done after this war than 
after the last. 

Indeed, Britain's greatest problem immediately after the war will 
probably be to restrain domestic investment and consumption demands. 
Pent-up consumer needs, postponed industrial repairs, replacements, 
and extensions, house-building, “social” rehabilitation — reconstruction 
of destroyed areas, slum clearance, construction of roads, bridges, har- 
bors — at home and abroad, will all press against limited resources. The 
great danger will be that domestic spending and investment will be too 
high for balance of payments equilibrium. The problem for perhaps a 
decade after the war may be, therefore, to hold back the expenditure 
of war savings, air-raid damage insurance, and high earnings and so to 
prevent serious inflation, in order, on the one hand, to sustain full em- 
ployment for a longer period and, on the other, to permit some inter- 
national investment (or debt repayment), while assuring essential im- 
ports. 

Thus, while there may be considerable unemployment in localities 
most heavily expanded during the war and in those where the staple ex- 
port trades are concentrated, widespread general unemployment will 
probably not be a major concern except perhaps immediately after the 
war. This prediction would seem to conflict with those made for the 
period 1945-60 by Colin Clark: 

Great Britain and France . . . will have become, in the economic sense, 
fully mature countries. By this is meant that, largely owing to the stagnancy 
of their population, there will be very little scope for investment within their 
own economies, and virtually the whole of their savings will have to be invested 
abroad . . . any interruption to the outward flow of these savings would, with 
its secondary effects, produce unemployment in Britain and France on a gi- 
gantic scale.“® 

As we have stated, it is difficult to see how Britain can become the world’s 
leading exporter of capital after the war. In any case, it is doubtful 
whether the British people will permit lending on a vast scale when as 

Jbid.j pp. 109--105 see also p. 113, By permission of the Macmillan Company, publishers. 
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much remains to be done at home as will remain in 1950 or even in 1955. 
If private investment proves incapable of doing what can be done to 
make Britain a better place in which to live, it is doubtful that the gov- 
ernment can remain aloof. And if, because of inability or unwillingness 
of capitalists to lend abroad, unemployment threatens on a large scale, 
it is again doubtful whether the government will be permitted to remain 
aloof. Clark may be wise to ignore ^^political” changes in his predictions j 
nevertheless, if he envisages the possibility of heavy unemployment con- 
sequent upon a failure of heavy foreign lending, he cannot ignore the 
possibility also of politico-economic changes which may radically alter 
the savings-investment dilemma of capitalist economy. 

The world’s most striking economic problem in the years 1919 to 
1939 was its inability to employ its resources fully. But unemployment 
need not be the most serious economic problem at all times. It was not 
in Germany or the U.S.S.R. before 1939, or in England thereafter. A 
deteriorated competitive position of British industry may not cause or 
be permitted to cause heavy unemployment j but relatively full employ- 
ment will not forestall a tendency toward serious loss of income as a re- 
sult of this change.^'^ 

In the face of these and other problems it seems inevitable that gov- 
ernment participation in the basic economic decisions will be far greater 
after than before the war. There will be need for pervasive controls to 
prevent immediate post-war inflation, to mitigate the evils of a weak 
balance of payments, to introduce inescapable political considerations into 
the decisions concerning the allocation of total savings. The government 
will probably be forced to take an increasingly active role in investment, 
partly in order to maintain the flow of income, partly to meet great 
needs the satisfaction of which private capital does not find economically 
remunerative. There will be a pressing need for slum clearance and bet- 
ter housing for the “lower third” of the population, a need which private 
building, on the basis of its 1919-39 record, seems incapable of meeting. 
Electrification will continue, but the necessary rationalization of distribu- 

One specific illustration of this newer situation may be given. Britain’s former debtors 
have accumulated huge sterling assets, as we have mentioned. Liquidation of these assets 
will undoubtedly involve considerable orders for British machinery and other goods, partly, 
perhaps, because Britain will not be able to permit liquidation except in the form of 
commodity exports. The result will be a great stimulus to employment and money in- 
comes. The fact will remain that these goods will go as gifts 5 Britain’s real ability to 
import foreign goods will be not one whit increased by such exports. See, for example, 
^India’s War Gains,” Economist j March 6 , 1943, pp. 302-3. 
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tion will undoubtedly require, as did that o£ production before it, some 
form of government co-ordination. The persistence of distressed areas, 
the intensified post-war demand for town and regional planning — all 
will call forth extension of the realms of government activity. 

Even if some measure of unity is restored to the world economy, it 
will be fruitless to expect restoration of the world order of 1928 or 1913. 
The hope of universal free trade is a vain one. Perhaps nondiscrimina- 
tion in commercial policy is the most that can be hoped for. Perhaps, on 
the contrary, ways will have to be devised to expand world trade, in con- 
trolled fashion, on bilateral or simple triangular lines. Perhaps the in- 
creasing intrusion of the government into economic life will permit such 
an expansion, as general national interests supersede vested interests of 
protected classes in the determination of trade policy. The old inter- 
national gold standard likewise cannot possibly be restored in its earlier 
form. Countries will simply not be willing to leave their domestic mone- 
tary policies entirely to the play of autonomous external forces. Free in- 
ternational investment is for the same reason a thing of the past. Gov- 
ernments will control their foreign lending, in order to maintain domestic 
stability and to meet first the requirements of the domestic economy. Of 
such foreign investments as may continue to be permitted, there may be 
expected an increased use of loans specifically contracted for the pur- 
chase of exports and of direct investments, which avoid the dangers of 
balance-of-payments disequilibria entailed by free lending. Government 
or government-guaranteed loans will- probably increase in importance 
as a means of financing international reconstruction and of overcoming 
or compensating for the reluctance of private investors or of controlling 
the flows according to broader conceptions of national interest.^® So, even 
in the event of an expansion of international activity, increased govern- 
ment participation in economic life may be expected. 

The manifest dangers of such tendencies must be recognized. Pervasive 
economic planning may entail increasing rigidity, inadaptability, and dis- 
crimination at home and in international trade. The solution to this 
dilemma hardly lies, however, in denouncing the inevitable. What is re- 
quired is a serious continual effort to safeguard against the dangers, 
while yet meeting the problems which call forth such expedients. 

Space does not permit, and our frame of reference does not require, 
extended discussion of the possible adjustments which the British may 
consciously make to their altered position. Our major interest has been 

See Royal Institute, The Problem oj International Investment, pp, 61-65, 95—96. 
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in the basic determinants, and it has not seemed to us that decisions of 
policy can be so characterized. Nevertheless, these decisions will be of 
increasing consequence in the future, and some brief discussion of the 
general range of possible choices is desirable. 

Great Britain has an obvious and particularly great stake in the de- 
velopment of the world economy and in the maximization of international 
economic intercourse. She has scarcely any choice, in the long run, but 
to strive continually for the removal of international economic and po- 
litical instability, as well as of all the formal barriers to such intercourse. 
These are not simple ends, the accomplishment of which merely requires 
courageous adherence to certain fixed courses of action. Domestic eco- 
nomic stability and stable exchange rates may at times be incompatible, 
yet both are essential to the long-run maximum development of the 
world economy. All that can be prescribed a priori is that the policy 
chosen shall strike a fair balance between temporary necessities and the 
long-run goal. 

For example, Britain may well find it necessary to retain some form 
of exchange control immediately following the war. Nevertheless, in 
view of her clear long-run interests, it would seem foolish for her not 
to provide strong safeguards against its use as an instrument of discrim- 
ination, bilateralism, and the creation and protection of vested interests 
and against its perpetuation, except, perhaps, to prevent erratic flows of 
short-term capital. Moreover, such policies can no longer be adopted 
unilaterally: their disruptive influence in the past has resulted more 
often from their competitive and retaliatory use than from the lack of 
justification in individual instances. Britain simply cannot afford to enter 
again into such a competitive struggle.-^ The introduction or retention 
of any policies which may tend to injure international economic order 
can be justified on defensive grounds only, and the major powers must in 
each case be consulted and convinced of its necessity and of Britain's reso- 

This is the fatal objection to the much-discussed proposals of the Federation of British 
Industries, which in a recent report advocates strict British protection, exchange con- 
trol, and biiatei'alism after the war. See “The Post-War Exchange Regime,” The Banker ^ 
July, 1942, p. 85 “Aspects of U.S.— British Post-War Economic Problems,” Bulletin 

of Intermtiojml News^ April 4, 1942, p. 2805 National Planning Ass^n., “Britain’s Trade 
in the Post-War World,” pp. 26—31. In a world of competing economic nationalisms, 
Britain may indeed be forced to such expedients. But they must be considered an unfor- 
tunate last resort if other policies more truly to her advantage fail, rather than long goals. 
One may well suspect that, on the contrary, the authors of these proposals feel no par- 
ticular repugnance to them, seeing in them, rather, protection and security in the home 
market and the suppression of competition. 
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lution to safeguard against its abuse or retention beyond the period of 
necessity. 

Successful international economic collaboration requires serious national 
sacrifice. Britain and the co-operating powers may well have to surrender 
a portion of their sovereign right to unilateral determination of inter- 
national economic policies. Short of the institution of some world plan 
for co-operative scrutiny, veto, or even active determination of such poli- 
cies, Britain must at least be prepared to surrender exchange controls, 
empire preference, and agricultural protection, if bilateral or multilateral 
negotiations with other countries offer an immediate quid fro quOy or a 
promise of attaining the broader goals. Britain cannot afford perma- 
nently to overlook the fact that such restrictions on her imports do mean 
dearer food and raw materials and decreased ability and willingness of 
many countries to purchase her goods. 

To this end, a sincere intention to deal in co-operative fashion with 
all problems as they arise is more important than single-minded adher- 
ence to slogans or prefabricated plans. The most-favored-nation clause, 
for example, while often a useful instrument for lowering trade bar- 
riers, proved the crucial obstacle to sincere efforts by the Scandinavian 
and Danubian countries to lower trade barriers by the establishment of 
customs unions in the thirties, because of Britain's pious assertion of her 
claims to such treatment, without offering additional quid fro quo. The 
same considerations apply to ^^the^^ international gold standard. Be- 
cause of Britain's interest in the maintenance of international stability, 
she cannot countenance a regime of freely fluctuating currencies. On the 
other hand, not even she can be expected to permit her level of domestic 
employment to fluctuate with the fortunes of the balance of payments. 
Here, obviously, some workable compromise is essential, involving in- 
ternational co-operation and agreement, combining the optimum propor- 
tions at any given time of currency stability and flexibility, perhaps by 
the operation of some such institution as the proposed International 
Monetary Fund.^^ 

Returning to Britain's immediate post-war balance-of-payments prob- 
lem: it will certainly be necessary to fix the value of sterling consider- 
ably below $4.86, in order to eliminate gross handicaps to British export- 
ers and to measure more accurately the true purchasing power of British 
money Incomes consistent with equilibrium. However, in view of the 

This combination, in co-operation, o£ stability and flexibility, was, at least at the outset, 
the goal of the monetary discussions held during the summer of 1944, although it seems 
doubtful that^the plan finally evolved is capable of attaining this goal. 
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anticipated magnitude of the gap, a decline of sterling sufficient in itself 
to equilibrate the balance of payments would probably involve undesir- 
ably great hardships for both the British people and other countries 
thereby subjected to increased competition.-^ The alternative of active 
deflation is even less possible than m the 1920’s, in view of the greater 
problem and the far greater resistances. However, a policy of inflation 
control successfully combating a spiraling of wage rates and other money 
costs, of new financing and overcapitalization, would make an important 
long-run contribution in this direction. Temporary government controls 
over investment and over nonessential imports would seem to be in- 
evitable, at least until it is seen how far exports can be expanded and the 
restraints dispensed with.^^ A combination of a lower pound, nondiscrim- 
inating import controls, and other restraints upon inflation thus would 
seem to be the least painful solution to Britain's major immediate post- 
war problems. 

In the long run, however, the benefits to Britain of an overvalued 
pound sustained by exchange controls are likely to be far outweighed by 
the drawbacks. To countries whose economies are increasingly planned 
along national lines and who have succeeded in solving the problem of 
full employment, a high purchasing power of domestic currencies in 
terms of foreign goods should appear far more attractive than a lower 
purchasing power. Competitive overvaluations, combined with the neces- 
sary import controls and export subsidies, therefore becomes a distinct 
possibility. The devastating effects upon the world economy of such com- 
petition, which is after all the totalitarian method of international eco- 
nomic aggression, is amply attested by the experience of the 1930’s.^^ As 
an instrument of long-run policy British exchange controls can be justi- 
fied only in order to prevent speculative attacks against a managed 
sterling or as a last defensive means, if the world refuses to abandon the 
policies of economic nationalism.^^ 

Within the framework of whatever new world order and British 

Two reasons for this are the relative inelasticity of Britain’s demand for imports, on 
the one hand, and the fact that the sterling area countries at least, and probably others, 
would follow the pound, thus removing the competitive advantages of depreciation. See 
C. J. Hitch, “The Controls in Post-War Reconstruction,” Oxford Economic Papers^ April 
1942, p. 47; National Planning Ass’n., “Britain’s Trade in the Post-War World,” pp. 
24-25 5 “Aspects of U.S.—British Post-War Economic Problems,” ibid,j pp. 276—78. 

See the proposals of C. J. Hitch, ibid, 

AJ.B,, “Aspects of U.S.-Britlsh Post-War Economic Problems,” ibid.j p. 279. 

The reader is referred to the weekly articles on “The Principles of Trade” in the Ecofu 
omist^ Jan. i-Feb. 19, 1944, for an extremely valuable discussion of these problems of 
post-war policy. • 
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policies emerge after the war, the real incomes of the British people will 
depend upon their own productivity and adaptability. What can be ac- 
complished in this direction by public policy? A few suggestions may be 
in order. Heavy subsidization of industrial research and of education for 
modern business management would seem to be obviously desirable first 
steps in a country which appears to have been relatively backward in 
these respects. But the progressive ossification of British business or- 
ganization under the control of vested interests must also be attacked 
more directly. It must be the function of public policy to restore freedom 
of opportunity for superior men and methods and thus to see that the un- 
fit, however strong in a business sense, are weeded out.^- Where free 
competition provides a suitable method of industrial organization, the 
government must assume the responsibility for recognizing, fostering, 
and protecting certain defined rights of actual and potential competitors. 
Where it does not, the government must see to it that whatever alternative 
schemes are adopted meet certain standards of social performance — 
among other ways, possibly, by insuring that control be exercised by 
managers responsible to consumer and public as well as to producer and 
labor interests.^"*^ Thus, the government must assert the public interest 
by supervising and controlling international cartel agreements, which 
divide markets, protect domestic business interests, and often seriously 
retard technological progress. For the same reason it must take definite 
steps to prevent the use of patents as instruments of business aggression 
instead of as means for fostering invention. And for precisely the same 
reasons it must assert and exercise jurisdiction over certain aspects of em- 
ployer-employee contracts, in so far as they also may impair business 
efficiency or hinder the introduction of superior technological expedients. 

The British people have a vital stake in their industry. They have a 

These, it would appear, arc strange proposals to make in an age whose major preoc- 
cupation is with “social security.” Is a continual ferment in British industry, a ruthless 
weeding out of the inefficient, an acceptable goal of public policy? It is perfectly legitimate 
for society to attempt by legislation to provide security for the individual against external 
adversities over which he has no control and for which he is not capable of making pro- 
vision. But true social security, security for society as a whole, cannot be provided simply 
by legislating financial protection for every individual or by assuring every producer a 
fixed income. This is particularly true of a country as inevitably exposed as is Britain to 
the play of international economic competition. It cannot find security except by constant 
adaptation, progressivencss, resiliency} it will never find security, except at far lower 
standards of living (if, for example, it attempts to dispense with imports) in stratification. 

See, for example, the interesting suggestion made by Myron W. Watkins, “Present 
Position and Prospects for Antitrust Policy,” Amer. Econ, SuppL, June, 194Z, pp. 
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basic right, superior to the rights of property or of collective bargaining, 
to demand that it meet certain basic standards of performance. This right 
may, perhaps, be effectuated partly by a rigorously enforced ^^antitrusd’ 
law or by appropriate stipulations in charters granting the privilege of in- 
corporation. In the case of the nucleus firms chosen in wartime plans for 
concentration of industry, the public may be in an especially favorable 
position to demand corresponding reciprocal benefits. 

However the British people decide to exercise their ^‘^rights in in- 
dustry,” they must be exercised. Effectuation of even the few inadequate 
recommendations suggested above will involve the flouting of powerful 
interests, who have behind them not merely their own power but also 
the dead weight of social acquiescence in their inveterate practices and 
prerogatives. But Britain is faced also with difficult problems. Neither 
the people nor their leaders do themselves any service by refusing to 
recognize that serious problems often require drastic remedies. 




Appendix 


THE BRITISH BALANCE OF PAYMENTS; 
METHODOLOGY AND DEFINITIONS 


The only available British balance-of-payments estimates are the Board of 
Trade statistics, issued annually in the Board of 'Trade Journal, Except for the 
trade figures, they are composed of the roughest of guesses. Moreover, they 
take no account whatsoever of capital movements. To use the residuum of so 
imperfectly compiled a current balance as a measure of net capital movements 
is, of course, extremely unsatisfactory. 

The merchandise trade figures include silver exports and imports. Since 
Britain produces no silver and consumes little, this is almost entirely entrepot 
trade. Although for the period as a whole inflows and outflows were almost 
exactly equal, American silver purchases after 1933 sometimes gave rise to 
large annual balances. 

Imports are valued c.i.f. ; exports f.o.b. Thus, debits are overstated by the 
amount of British payments to British shippers and underwriters of British 
imports. The error is compensated in the shipping (and insurance) estimate. 
Imports and exports are^gross values, both including a large amount of im- 
ported goods subsequently re-exported. 

Net income from overseas investments seeks to show, in the case of British 
companies operating abroad, all earned income, including undistributed earn- 
ings directly reinvested. It differs, thus, from the well-known figures of Sir 
Robert Kindersley, who attempts to estimate only actual gross distributions to 
the United Kingdom.^ 

Shiffing income has as its basis (on the credit side) the gross earnings of 
British shipping wherever gained, thereby including receipts from British im- 
porters. This offsets the inclusion of the latter in the c.i.f. valuation of imports. 
Receipts from British passengers seem to be deducted, although this is not 
stated explicitly. The figure also includes all disbursements of foreign ships in 
British ports and British ships in foreign ports, for wages, fuel, stores, dues, 
commissions, etc. 

The major government transactions are war-debt payments, reparations re- 
^ Kindersley, in Econ, Jour,^ XLII (1932), 191-92. 
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ceipts, and the Indian ^‘home charges” (also receipts), the latter exclusive of 
the service of the Indian government and railway debt, which is included under 
^h’ncome from oversea investments,” The Board of Trade excludes from the 
1938 figure a receipt of £10 million from Eire, pursuant to the financial agree- 
ment of April, 1938, because it was “in the nature of a capital payment.” Since, 
however, this heading includes so many other capital transactions, we have put 
the credit back into the balance. 

Earnings from short interest^ etc., include receipts on acceptance credits, 
discounts of foreign bills, bank interest, commissions on new issues, insurance 
company receipts and remittances, etc. Net other receifts is a catch-all category, 
including sales of second-hand ships (a net credit), expenditures by foreign 
diplomats in Britain, emigrant remittances, tourist expenditures (net debit), 
film royalties (net debit), etc. 

Gold Coin and Bullion 

The balance of payments is a balance of actual transactions. Mere physical 
movements of commodities or bullion without change of ownership do not 
belong in it. Conversely, actual international transactions, even though they 
do not lead to such physical movements, do belong. In the case of gold, par- 
ticularly in recent years, there is a wide discrepancy between import-export 
figures of physical movements and balance-of-payments “movements,” and 
the former figures therefore cannot be used. This discrepancy results from 
considerable accumulations in London of foreign-own ed gold which might be 
increased or decreased by balance-of-payments transfers of title between 
foreigners and Englishmen without physical movement, or by nonbalance-of- 
payments changes in location without such transfers of ownership. 

At least since 1932 private British ownership of gold (i,e., outside the Bank 
of England and the Treasury) has been very small. The Bank of England has 
had the right, under the Currency and Bank Notes Act of 1928, to buy up all 
such holdings above £10,000 at the statutory price; in view of the much higher 
market price since 1931, this threatens a prohibitive penalty for hoarding. These 
powers have not been used, evidently because hoarding has been negligible.^ 
Hence, practically all gold actually bought or sold by Englishmen since then^ 
whether physically passing through Customs or added to or subtracted from for- 
eign hoards already in England, will show itself in a change in the total gold 
holdings of the Bank of England and the Exchange Equalisation Account.^ 
We may, therefore, use changes in these official holdings as our balance-of- 

- Midland Bk. Mo. Dec., 1933-Jan., 1934, p. i, July-Aug., 1934, p. 35 Einzig, 
International Gold Movements^ p. 7. 

® Since June, 1932, the Bank of England has obtained and sold its gold only through the 
Exchange Account. Double counting is easily avoided merely by taking the net changes 
in the total holdings of the two together. 
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payments gold “movements/’ treating an increase as a gold import, a decrease 
as an export.^ 

The Bank of England’s gold figures are available and need only be con- 
verted at the market rate. For the holdings of the Exchange Account we have 
before 1937 ^otigh estimates by F. W. Paish ^ of its foreign exchange 

purchases and sales, converted into starling at the average monthly exchange 
rates (or gold prices). For 1937 and 1938 we have the periodic returns of 
the Fund itself. Since these returns show holdings as of March 31 and Septem- 
ber 30, the intervening changes are estimated, with, it is believed, relatively 
little error.® These figures are far from infallible. Mr. Paish’s clever indirect 
guesses are open to serious question.’^ Furthermore, there were some private and 
industrial users and holders of gold; nonbalance-of-payments transactions be- 
tween them and the British authorities caused changes in official holdings, and 
true balance-of-payments transactions between them and foreigners were not 
recorded in ofiicial holdings. The Economist thus estimates that in 1932 gold 
coins and ornaments worth about 14 millions came out of circulation, attracted 
by the increased market price of gold.® The rise of official holdings of £29 mil- 
lion, a balance-of-payments debit, must thus be corrected by a credit of £14 
million, whether the gold was actually bought by the Bank of England, or the 
Fund, or by foreigners. Such errors are, however, undoubtedly much smaller 
than those arising from use of customs statistics. Dishoardings had by late 1932 

^ See Imre de Vegh, The Pound Sterling^ pp. 17^23. For these figures, 1932—38, we have 
used Mr. de Vegh’s work sheets, for which thanks are due. 

® “The British Equalisation Fund,” Economica, n.s., 11 (1935), 61-74, III (1936), 7S-83, 
IV (1937)) 3+3-4-9- 
® These are De Vegh’s estimates. 

^ The Fund’s assets at any time consist mainly of treasury bills acquired “through the tap” 
(in contrast with “tender” bills, offered to the open market), or of foreign exchange 
(customarily turned promptly into gold). In acquiring foreign exchange it customarily 
sells the tap bills for sterling, which it uses to make the purchases j in selling exchange it 
acquires sterling deposits, which it customarily turns back into tap bills. Hence, changes in 
the Fund’s tap bill holdings would indicate (on these assumptions) changes in its holdings 
of gold and foreign exchange. Paish makes this estimate by deducting from total treasury 
bills outstanding weekly figures of successful tenders; the changes in the difference, a rough 
measure of tap bills outstanding, he attributes to the Fund alone, on the assumption that 
other government departments’ tap holdings do not change substantially. 

This makes several very broad and more or less unjustified assumptions. The Economist 
argues that the tap holdings of other government departments have varied substantially. 
Further, the procedure of the Fund is much more ffexible than outlined above, particularly 
in view of its desire to keep its operations secret and also because of the exigencies of credit 
management. Paish is aware of these serious deficiencies, but argues that over a period of 
time his results are reasonably valid, and accord with actual market experience and what- 
ever other evidence is available. See his articles, cited above, and “Twenty Years of the 
Floating Debt,” n.s., VI (1939), 256-58; Economist^ CXX (1935), 368,4x0. 

^ “Commercial History and Review of 1932,” Feb. 18, 1933, p. 10. 
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already dwindled to a low level and seem to have been roughly offset there- 
after by industrial consumption.^ 

It is more doubtful which were larger before 1931, private domestic holdings 
and circulation or foreign purchases and sales not actually resulting in physical 
movement. The common belief is that little gold circulated even before the 
1928 law; England was on a gold bull^n standard. A comparison of export- 
import figures with those of the Bank shows that from 1925 through 1928 
more gold was entering the country than the Bank gained. Although part 
of this discrepancy may have represented private British gold accumulations, 
especially by the joint stock banks, most of it was apparently gold purchased and 
earmarked in London by foreign central banks (the ‘‘unknown buyer’’), usu- 
ally preparatory to returning to the gold standard. In 1929, similarly, the 
smaller gold loss by the Bank than net physical exports seems mainly to have 
resulted from foreign withdrawals of such earmarked gold.^“ The Bank of 
England figures seem thus to be the pertinent ones, and they are used here.^^ 
In any case, the figures do not differ greatly in these years. 

Long-Term Capital Movements 

It is impossible to construct an adequate balance of capital transactions. We 
can only cast some light on certain major aspects, leaving a large portion 
in the catch-all residual. 

The Midland Bank (in its Monthly Review) annually estimates foreign 
issues floated in London, one of the most important types of British capital 
movements. These figures, which we have used without alteration for the 
years 1924—28, exclude refundings and take no account of the portion of the 
issues taken up by foreigners. In his estimates for the years 1929—38, which we 
use, Sir Robert Kindersley has adjusted the Midland figures to exclude foreign 

^ “The Decline in Sterling,” Midland Bk, Mo. Nov.-Dee., 1932, p. 45 Seventh 

Annual Reforty p. 41 j B. of T.J,, CXXXIV (1935), 277, CXXXVI (1936), 262. Waight 
estimates for the entire period 1932—38 an excess of dishoardings over industrial consump- 
tion of £24.5 million, £14 of which we have accounted for in 1932. This leaves an error 
of only £10 million over the remaining seven years. The Exchange Equalisation Accounty 
p. 108. 

In 1925 the Bank lost more gold than did the country, which comes to the same thing. 
In making this comparison, it is necessary to exclude a gain of £27 million by the Bank, 
in 1925, the result of transfer from the Currency Note Reserve, with the return to the gold 
standard, and an export in 1928 of £18 million of gold, previoussly held in England as 
collateral for a loan to the Bank of France, and now returned, B. of T.J,, CXXII (1929), 
277. 

See, for example, “Commercial History and Review of 1927,” Economisty Feb. ii, 
1928, p. II ; Midland Bk. Mo. Rev., Jan.— Feb., 1928, pp. 5-6. 

B. of TJ., CXXIV (1930), 322. 

The 1925 figure is adjusted to exclude the gold transfer from the currency reserve fund, 
mentioned in footnote 10, above. 



BALANCE OF PAYMENTS 297 

subscriptions. In addition, he has added foreign refunding issues so as to obtain 
offsetting figures for his estimates of repayments by foreigners on past loans, 
many of which are made out of the proceeds of refunding issues.^^ 

For 1929 throughout 1938 Kindersley has made annual estimates also of 
the nominal value of total British investments abroad. The year-to-year changes 
in this total result from ( i ) British subscriptions to new foreign issues in Lon- 
don, net of repayments, (2) British purchases and sales of existing securities, 
direct investments, and participation in new issues on foreign markets, and 
(3) adjustments of the nominal value: these adjustments always lag consider- 
ably behind market values. Since we have the figures for the first factor, we 
can readily ascertain the combined values of (2) and (3). The former i*eflects 
a most important balance-of-payments item, the general order of magnitude of 
which can be obtained, very roughly, by estimating and excluding the influ- 
ence of (3) and then allowing for the probable discrepancy between nominal 
value and the actual market value of the (2) transactions remaining. We have 
attempted these adjustments, as shown in Table 31 and described in Chapters 
IX and X, above, guided throughout by Kindersley’s own discussion. 

Short-Term Capital Movements 

For short-term movements a consistent year-to-year series is even less 
possible, comparable limited data being available only for a few years at a 
time. Despite their restricted coverage and frequent lack of comparability, 
however, it is believed that the figures given are useful. 

The MacMillan Committee report of 1931 gives figures from 1927 through 
March, 1931, of foreign deposits at the Bank of England, the Clearing and 
Scottish Banks, and the Acceptance Houses and other short-term foreign lia- 
bilities of Great Britain. There are major omissions; the total of £415 million 
for 1930 may be less than the real total short-term liabilities of the London 
market by as much as £300 million.^® On the asset side, the MacMillan Com- 
mittee gives data as to the holdings of acceptances on foreign account by the 
same British and Scottish institutions. This is also highly incomplete, major 
omissions being the foreign bill holdings and deposits of British banks. The 

Loc, ck.j annual articles, 1929—39. The 1926—28 repayment figures are also from 
Kindersley; the 1928 figure is apparently an estimate of net repayments, i.e., omitting those 
made out of the proceeds of refunding issues, and also seems to include an allowance for 
foreign subscriptions to the new issues in London. 

^®The distinction between long and short capital movements is not clear. Dealings in 
existing securities may for example be either erratic, speculative short-term movements, or 
real long-term investments. The flow of foreign funds into and out of London, which we 
treat correctly as essentially short-term, went to a large extent into purchases and sales 
of long-term British securities. There would be no point, however, in making a clear 
definition for present purposes, in view of the impossibility of applying it statistically, 

Royal Institute, Tke Problem of Intermtkml Investment^ p. 339, 
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Table 31 

Estimated British Dealings in Existing Securities, Subscription to Issues 
ON Foreign Markets, and Direct Investments 


(Boooyooo) 



Kindersley : 
Nominal 
British 

Change 

New Issues 

A mount of 
Change Due 
to Remain'- 

Estimated Market 
Value Effect 
of Factor 2 ; i.e,, 
Actual British 


Capital 

During 

(-p) Net of 

ing Factors 

Receipts (—) or 

Year 

Abroad 

Year 

Repayfne?its (-) 


Payments (4) 


(I) 

(2) 

(3) 

( 4 ) 

( 5 ) 

1929 

3-738 





1930 

3.724 

-14 

+59 

-73 

-40 

I 93 i 

3.700 

-24 

+14 

-38 

-15 

1932 

3.640 

-60 

-11 

-49 

-10 

ms 

3.666 

+26 

4*1 6 

410 

-10 

1934 

3.714 

+48 

4-21 

427 

+J 5 

1935 

3.788 

+74 

-30 

4104 

470 

1936 

3.764 

-24 

-46 

422 

420 

1937 

3.753 

-I I 

-I 

-10 

-10 

1938 

3.692 

-61 

-10 

-51 

-30 


year-to-year changes in these totals are presented separately in our balance of 
payments. For the behavior of liabilities some later estimates are available. The 
figures for the years 1931-34 are given by the Royal Institute and are in 
general accord with contemporary financial opinion. However, the 15 mil- 
lion increase estimated in 1934 is rather dubious, since 1934 was a year of 
pressure on sterling. The figures for 1934—37 and 1937—38 are taken roughly 
from the B.I.S. chart of “certain holdings of sterling assets’’ for those periods.^^ 
The total covered is not quite so large as in the previous studies, being restricted 
mainly to the sterling area, and the United States and Canada j the 1937-38 
change also omits the sterling holdings of the four empire currency boards. 
In contrast with the 1927—34 series, these totals are net figures, i.e., sterling 
assets of these countries net of sterling liabilities; the changes are therefore net 
changes. 

The remaining short-term capital item covers the special transactions of 
1931 and 1932. In the former year New York and Paris advanced £50 mil- 

Ibid.y pp. 339-41. They are also responsible for the asset figure for 1931, obtained by 
extrapolating from the MacMillan Committee's first quarter (and previous) figures. 

See ^^Commercial History and Review of 193 Economist^ Feb. 13, 1932? P* 
Fourth Annual Report, p. 29. 

Plinth Annual Report^ p. 82. 
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Hon to the Bank of England, and then £80 million to the British Treasury, in 
their respective currencies, to protect sterling. The precise distribution of the 
repayments between 1931 and 1932 and their real costs at fluctuating sterling 
rates are not entirely clear. Royal Institute figures are used; they estimate 
that about 30 percent was repaid by the end of 1931, at a cost of £56 million, 
and the remainder, repaid in 1932, c^st £123 million. 

We are left, finally, with the very large residual item. There is no reason 
to expect it to be small, even if our data were not inaccurate, because they are 
also far from complete. This item contains the many long- and short-term 
capital movements which are lacking from the meager estimates we are able 
to give, and it contains the net effects of all errors and other omissions, which 
are probably very large. 

The Problem of International Investment^ pp. 341—42. The available evidence seems to 
be that in fact only £20 million of the Bank of England debt and none of the Treasury's 
was officially repaid by the end of 1931. However, the Bank of England was evidently 
already acquiring additional foreign exchange in 1931, made available by returning short- 
term capital, and although it may not have used this exchange to extinguish the rest of 
the debts until 1932, the balance of payments debit for these purchases belongs in 1931. 
See Banker, XXI (Jan., 1932), 18 j Economist, CXIII (1931), 851, CXIV (1932), 229 5 
W. A. Brown, The Int. Gold Stand., II, 1101-5. 
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